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FOREWORD 


Taxation  is  one  of  the  major  factors  that  influences  the  decisions  made  by  the  farm 
manager  in  the  operation  of  the  farm  business.  The  implications  of  various  tax  strategies 
should  be  considered  as  the  manager  looks  at  the  profitability,  costs,  investment  pat- 
terns, production  and  projected  cash  flows  in  guiding  his  farm  business  tov\/ard  economic 
and  personal  goals. 

Since  1972,  when  the  Tax  Reform  legislation  became  effective,  we  have  seen  many 
changes  from  year  to  year  in  the  tax  laws  pertaining  to  agriculture.  The  result  has  been  an 
increased  need  for  an  information  source  which  the  farmer  can  use  to  assist  him  in 
understanding  the  various  tax  management  strategies  or  tools  available. 

This  publication  discusses  the  various  tax  strategy  alternatives  available  for  farmers. 
After  having  a  basic  understanding  of  the  tax  rules  in  relation  to  the  farm  business,  the 
farm  manager  is  better  able  to  ask  the  right  questions  when  considering  an  alternative. 
The  material  presented  here  SHOULD  NOT  BE  CONSIDERED  AS  AN  INTERPRETA  TION 
OR  A  REPLACEMENT  FOR  THE  LEGISLATION,  as  changes  in  our  tax  laws  are  continually 
being  made.  Specific  problems  with  respect  to  tax  management  decisions  should  be 
referred  to  an  accountant,  lawyer,  or  tax  advisor  who  is  aware  of  current  changes  which 
may  have  occurred  since  the  preparation  of  this  publication.  The  final  decisions  should  be 
based  on  the  exact  wording  of  the  law. 

This  publication  was  prepared  by  George  Geldart,  Agricultural  Economist  with  the 
Farm  Business  Management  Branch.  We  gratefully  acknowledge  the  Farm  Economics 
Branch,  British  Columbia  Ministry  of  Agriculture  for  permission  to  use  portions  of  their 
Taxation  and  the  B.C.  Farmer  publication.  We  wish,  also,  to  acknowledge  the  contribu- 
tions of  Alexander  Eraser,  Chartered  Accountant  with  Deloitte,  Haskins,  and  Sells  in 
Calgary,  for  his  valuable  and  competent  assistance  in  reviewing  the  manuscript  for  tech- 
nical accuracy  and  completeness. 

We  thank  Sandy  Lauder  of  the  Regional  Economics  and  Business  Services  Branch,  for 
his  permission  to  use  information  from  his  DACUM  module  EJO  on  tax  strategies. 
Further  thanks  to  Harry  Warne  of  the  Farm  Business  Management  Branch  and  other 
Alberta  Agriculture  staff  who  have  provided  comments  on  the  material. 

Credit  goes  to  Arleen  Douglas  for  valuable  editorial  assistance  and  to  Carol  Maier  and 
Peggy  Shultz  for  typing,  proof  reading,  and  assembling  the  several  drafts  of  this  publica- 
tion. 


J.  Wilson  Loree,  P.Ag. 
Head 
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CHAPTER  I 
INTRODUCTION 


Starting  from  the  premise  that  our  society 
is  undergoing  profound  change,  the  tax 
reform  is  a  sensitive  response  to  changing 
needs.  It  will  enable  us  to  raise  in  a  much 
fairer  way  the  taxes  we  need  to  make  Canada 
function.  It  will  be  more  equitable  not  only  be- 
tween the  various  sectors  of  our  society  but 
also  within  these  groups.  The  load  will  be  dis- 
tributed more  evenly  and  surely  so  that  every 
person  and  every  institution  able  to  contribute 
will  do  so  according  to  capacity. 

The  tax  reform  recognizes  that  we  live  in  a 
private  enterprise  system  in  which  effort  and 
initiative  must  be  rewarded  if  our  society  is  to 
work  effectively  and  efficiently.  I  believe  that 
we  have  succeeded  in  striking  a  viable 
balance  between  equity  and  enterprise.  This 
will  enable  us  to  get  the  saving  and  invest- 
ment required  for  strong  growth  while  ensur- 
ing that  the  less  fortunate  get  a  fair  deal.^ 

With  that  rationale,  the  Government  of  Canada 
enacted  one  of  the  most  comprehensive  pieces  of 
legislation  in  the  history  of  our  country;  known  as 
Tax  Reform.  The  tax  reform  in  1971,  resulted  in 
numerous  changes  and  additions  to  Canada's  tax 
system.  Along  with  this  came  the  necessity  to 
understand  how  the  tax  laws  affected  both  per- 
sonal and  business  income  taxes.  This  is  especially 
true  in  light  of  the  history  of  tax  changes  we've 
seen  since  tax  reform.  In  every  year  since  1971, 
there  have  been  some  changes  in  the  tax  laws. 
This  is  a  lot  different  than  before  the  tax  reform, 
when  the  tax  laws  were  relatively  stable.  Thus,  the 
importance  of  keeping  up-to-date  and  understand- 
ing our  tax  rules  as  they  relate  to  farming  is  clear. 
This  publication  discusses  what  are  felt  to  be  the 
most  important  and  significant  tax  strategies  avail- 
able to  farmers  as  an  important  tool  in  managing 
the  farm  business. 

For  many  of  us,  tax  management  often  means 
the  necessity  of  filing  our  income  tax  returns  come 
year-end.  Along  with  this,  a  popular  goal  is  to  get 
the  final  line  on  the  tax  form  to  zero.  The  important 
thing  to  keep  in  mind  as  far  as  tax  management  is 
concerned,  is  that  the  objective  should  be  to 
MAXIMIZE  INCOME  AFTER  TAX,  NOT  just  to 
minimize  the  tax  obligations.  From  both  a  busi- 
ness and  personal  point  of  view,  the  more  dollars 
you  make  the  further  ahead  you  are.  As  long  as 
you  take  home  part  of  the  last  dollar  of  income,  it 


is  worth  earning  it.  To  illustrate  this  objective  in  tax 
management,  consider  the  case  of  two  neighbours 
who  had  taxable  incomes  of  $60,000  and 
$30,000  respectively  in  1978.  The  farmer  with  a 
taxable  income  of  $60,000  paid  $32,400  in  taxes, 
leaving  him  with  $27,600  in  the  bank.  The  other 
farmer  with  a  taxable  income  of  $30,000  paid 
$1 3,200  in  taxes,  leaving  him  with  $1 6,800  in  the 
bank.  The  farmer  who  had  a  taxable  income  of 
$30,000  that  year  had  said  to  his  neighbour; 
"Well,  I'm  sure  not  going  to  fall  into  the  trap  of 
paying  all  the  tax  that  you  had  to  pay."  If  we  stop 
and  look  at  each  farmer's  position,  who  is  really 
better  off?  The  neighbour  who  added  $27,600  to 
his  bank  account  or  the  neighbour  who  added 
$16,800  to  his  bank  account? 

By  looking  at  the  after-tax  financial  effects  of 
production,  marketing  and  tax  planning  alterna- 
tives, you  can  direct  the  farm  business  towards 
achieving  both  personal  and  business  goals. 

Tax  Planning  is  generally  making  a  choice  of  one 
or  more  legitimate  alternatives  which  leads  to 
creating  the  least  amount  of  tax.  Tax  planning  falls 
into  one  of  the  following  classes: 

1 )  Deferral  of  Taxes 

2)  Saving  of  Taxes 

The  deferral  of  taxes  has  to  do  with  the  timing 
of  payment  and  may  not  necessarily  reduce  the 
overall  taxes  paid.  Such  strategies  as  registered 
retirement  savings  plans,  income  averaging 
annuities,  and  rollovers,  serve  to  defer  taxes. 
Generally  speaking,  the  practice  of  deferring  taxes 
does  not  usually  upset  tax  officials  because  even- 
tually Revenue  Canada  will  get  the  tax  revenue. 

The  saving  of  taxes  serves  to  reduce  the 
amount  of  taxes  actually  paid.  Splitting  income  be- 
tween husband  and  wife,  homeownership  savings 
plans,  and  the  use  of  various  business  arrange- 
ments can  serve  in  reducing  the  amount  of  tax  that 
you  pay.  As  compared  to  tax  deferral,  tax  savings 
will  usually  attract  closer  scrutiny  by  the  tax 
officials. 

A  further  consideration  in  tax  planning  are  the 
concepts  of  "tax  avoidance"  and  "tax  evasion". 
Tax  avoidance  is  generally  thought  to  be  a  legiti- 
mate course  of  action,  and  usually  involves  the 
structuring  of  business  activities  in  situations 
where  a  choice  of  method  is  available.  Most  often, 
the  method  that  produces  the  least  tax  will  be 


^'  E.  J.  Benson,  Budget  Speech  while  Minister  of  Finance,  Member  of  Parliament  for  Kingston  and  the  Islands,  in  the  House  of  Com- 
mons, Friday,  June  18,  1971. 
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chosen.  Tax  evasion  is  a  criminal  offence  and 
usually  involves  deceit,  suppression  of  facts,  or 
deliberate  misrepresentation.  Another  term  which 
is  often  used  is  the  "sham  concept".  This  usually 
falls  somewhere  between  tax  avoidance  and  tax 
evasion,  and  may  be  applied  in  situations  where 
some  entity  is  created  that  has  no  legitimate 
activity  or  purpose  other  than  for  reducing  income 
taxes. 

Tax  planning  should  be  a  year-round  activity, 
and  must  always  be  balanced  against  good  sound 
business  judgement  as  well  as  personal  considera- 
tions. Effective  tax  planning  requires: 

1)  personal  financial  goals, 

2)  up-to-date  records  and  financial  information, 

3)  flexible  resources,  and 

4)  reliable  long  range  projection  of  size  and 
source  of  income. 

Other  factors  to  consider  include  the  tax  laws, 
bank  interest,  currency  rates,  and  inflation  rates.  A 


person's  prime  objective  in  tax  planning  should  be 
to  ensure  that  taxable  income  from  any  transaction 
occurs  and/or  can  be  reported  in  the  year  it  will  be 
most  lightly  taxed. 

When  planning  your  affairs,  it  is  important  to 
keep  in  mind  that  what  is  advantageous  for  some- 
one else  may  not  necessarily  be  good  for  your 
situation.  Keeping  good  records  can  tell  you  what 
your  specific  situation  is  and  can  be  used  to  reveal 
which  tax  alternatives  are  best  for  guiding  your 
farm  business  towards  economic  and  personal 
goals. 

This  publication  discusses  the  various  tax 
strategy  alternatives  available  for  farmers.  By  hav- 
ing a  basic  understanding  of  the  tax  rules  in  rela- 
tion to  the  farm  business,  you  should  be  able  to 
ask  the  right  questions  when  considering  an  alter- 
native. Should  additional  assistance  be  required, 
you  should  contact  your  lawyer,  accountant  or  tax 
advisor  who  is  up-to-date  with  the  tax  laws. 


CHAPTER  II 
"FARMING"  -  AS  THE  TAX  MAN  SEES  IT 


When  is  a  farm  a  farm?  As  foolish  as  this  ques- 
tion may  seem,  it  is  a  matter  that  has  to  be  decided 
before  a  person  knows  where  he  stands  under  our 
federal  and  provincial  tax  laws.  This  question 
assumes  great  importance,  for  example,  when  the 
owner  of  a  farm  dies  or  transfers  property  to  his 
child  by  way  of  a  gift.  At  that  time,  persons  who 
have  been  in  the  business  of  farming  and  own  a 
family  farm  may  be  entitled  to  receive  preferential 
treatment  at  the  hands  of  the  tax  collector.  It  could 
mean  the  difference  between  deferring  taxes  in 
some  situations  or  being  (quite  literally)  taxed  to 
death.  The  amount  of  taxes  payable  will  depend  on 
whether  or  not  the  facts  in  each  case  fit  the  defini- 
tions of  "farming"  as  they  are  spelled  out  in  the 
law. 

So,  before  proceeding  further  with  our  look  at 
tax  laws  as  they  relate  to  farmers,  let's  determine, 
if  possible,  what  farming  means  under  the  federal 
Income  Tax  Act. 

Although  the  Income  Tax  Act  does  not  define 
farming  as  such,  it  does  include  the  following 
activities  under  the  definition  of  farming. 

a)  tillage  of  the  soil 

b)  livestock  raising  or  exhibiting 


c)  maintaining  of  horses  for  racing 

d)  raising  of  poultry 

e)  fur  farming 

f)  dairy  farming 

g)  fruit  growing 

h)  the  keeping  of  bees 

In  addition  to  these  activities  which  are 
specifically  mentioned  in  the  law,  the  following 
operations  would,  normally,  also  qualify: 

i)  the  raising  of  Christmas  trees 
j)    nurseries  and  greenhouses 

k)   running  a  wild  game  reserve 
I)    raising  of  race  horses  for  resale 
m)  certain  feedlot  operations 
n)  operation  of  a  chick  hatchery 

An  activity  such  as  trout  farming  or  aqua-culture 
would  also  fall  into  the  category  of  farming.  There 
are  undoubtedly  other  farming  activities  which 
could  qualify. 

The  following  types  of  operations,  although 
they  may  involve  the  feeding  of  livestock,  are  not 
considered  to  be  farming  operations. 

a)  acting  as  an  agent  or  broker  for  the  sale  of 
livestock. 


2 


b)  buying  livestock  for  resale  as  quickly  as  a 
favourable  opportunity  presents  itself, 
where  the  activity  is  the  main  business, 

c)  assembling  livestock  (where  the  animals  are 
held  for  less  than  three  months) 

Also,  farming  does  not  include  trapping,  or 
employment  under  another  person  engaged  in  the 
business  of  farming. 

As  you  can  see,  the  definition  of  farming  in  the 
federal  Income  Tax  Act  is  very  broad  in  scope.  It 
includes  just  about  every  kind  of  activity  to  which 
an  average  person  would  apply  the  word  "farm- 
ing". This  definition  serves  to  determine  what  a 
specific  operation  is,  for  the  purpose  of  the 
income  Tax  Act.  It  does  not  automatically  deter- 


mine whether  a  farming  operation  is  a  business.  To 
be  in  the  business  of  farming  the  person  must  be 
carrying  on  a  particular  farming  operation  with  a 
reasonable  expectation  that  he  will  earn  a  profit 
from  it.  This  question  becomes  very  important  in 
determining  whether  a  person  is  a  true  farmer,  a 
"hobby  farmer"  (Chapter  X)  or  just  a  person  farm- 
ing for  his  personal  use  and  consumption. 

The  above  is  a  short  summary  of  the  various 
definitions  of  farming  in  our  taxation  statutes.  The 
rules  of  the  Income  Tax  Act  apply  generally  to  all 
taxpayers.  However,  the  nature  of  farming  has 
resulted  in  special  and  beneficial  rules  and  provi- 
sions. Defining  a  farming  business  serves  to  deter- 
mine who  is  eligible  to  apply  the  tax  management 
strategies  outlined  in  this  manual. 


CHAPTER  III 
METHOD  OF  REPORTING  INCOME 

All  businesses  in  Canada  are  required  to  report 
income  for  tax  purposes.  Farmers  and  ranchers 
(bonafide  or  hobby)  are  very  fortunate  in  that  they 
can  determine  their  income  on  either  the  cash  or 
accrual  methods.  Most  other  businesses  are 
required  to  file  on  the  accrual  basis.  However,  the 
majority  of  farmers  continue  to  file  on  the  cash 
method  for  flexibility  and  tax  deferral  purposes. 

ACCRUAL  METHOD 

Under  this  method,  income  is  reported  in  the 
year  it  is  earned,  regardless  of  when  payment  is  re- 
ceived, and  expenses  are  deductible  in  the  year  in 


CALCULATION  OF  INCOME  ON  ACCRUAL  BASIS 


Farmer's  Contribution 

Resulting  Yield 

Opening  Inventory 

Sales 

$133,120 

200  head 

$60  cwt  X  1 1 00  cwt  =  $  66,000 

1 95  head       $65  cwt  X  2048  cwt  = 

Purchases 

205  head 

$53  cwt  X    902  cwt  =  $  47,806 

Closing  Inventory 

$  67,518 

1 98  head       $62  cwt  X  1 089  cwt  = 

Subtotal 

$113,806 

$200,638 

Gross  income  is  the  resulting  yield  less  the  farmer's  contribution 

during  the  year. 

$200,638  -  $113,806  =  $86,832 

which  they  are  incurred,  whether  paid  or  not.  As 
well,  changes  in  current  inventory  items  such  as 
livestock,  crops  and  feeds  are  included  in  deter- 
mining gross  income  on  the  accural  basis. 

The  following  example  illustrates  how  income  is 
determined  under  the  accrual  method: 

Consider  a  cattle  feeding  enterprise  on  a  mixed 
farm  with  200  head  of  cattle  in  inventory,  205 
calves  at  440  pounds  are  purchased  in  the  fall. 
The  finished  cattle  are  sold  at  1050  pounds  live 
weight.  During  the  year's  operation  12  cattle 
die,  leaving  198  head  at  year-end. 
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The  value  of  livestock  production  ($86,832)  is 
gross  income  calculated  on  the  accrual  basis. 
Under  this  system,  any  change  upwards  or  down- 
wards in  value  of  inventory  will  affect  the  level  of 
income  for  tax  purposes.  The  calculation  of 
income  by  the  accural  method  is  a  truer  reflection 
of  the  actual  physical  (weight  gain  in  the  above 
example)  and  financial  productivity  of  the 
enterprise  than  the  cash  basis  ($133,120  - 
$47,806  =  $85,314);  in  addition  to  being  an  ac- 
ceptable computation  for  tax  purposes. 

During  years  when  a  business  is  growing,  and 
there  are  increasing  inventories;  the  accrual 
method  will  report  the  value  of  the  year's  increase 
in  income.  This  method  of  reporting  income  keeps 
income  taxes  current,  but  reduces  the  cash  avail- 
able for  investment  back  into  the  farm  business  in 
expansion  years.  It  might  be  noted  that  one  minor 
advantage  of  the  accrual  method  is  the  three  per- 
cent (3%)  inventory  allowance  deduction.  This 
inventory  allowance,  which  is  not  added  back  to 
profit  when  inventory  is  sold,  was  effective  in 
1977  and  was  the  federal  government's  effort  to 
offset  the  effects  of  inflation  on  inventory  values. 

CASH  METHOD 

If  you  are  a  person  who  is  already  in  the  busi- 
ness of  farming,  you  probably  have  been  using  this 
method  to  report  your  farm  income.  It  is  basically 
very  simple.  You  include  in  your  income  only  those 
amounts  actually  received  in  the  year  other  than 
capital  items,  and  you  take  as  deductions  only 
those  expenses  which  were  actually  paid  for  in  the 
year,  other  than  capital  items.  No  accounting  has 
to  be  made  for  inventories  or  accounts  receivable, 
but  neither  can  a  deduction  be  taken  for  any 
unpaid  bills  (accounts  payable)  which  you  might 
happen  to  have  on  hand  at  the  end  of  the  fiscal 
year. 

When  using  the  cash  method  of  reporting 
income,  the  farmer  may  make  the  mistake  of 
reaching  decisions  for  tax  reasons  rather  than  for 
good  sound  business  reasons  (not  always  the 
same  thing),  if  your  only  objective  was  to  minimize 
taxes,  you  might  find  that  you  could  possibly 
reduce  profits  by  an  equal  or  greater  amount. 

However,  generally  speaking,  for  a  young  per- 
son starting  out  farming  or  where  a  farmer  is  build- 
ing up  an  existing  business,  it  would  likely  be 
advantageous  to  use  the  cash  method  because: 

a)  the  increasing  value  of  inventory  is  not  taxed 
—  the  saved  taxes  are  then  available  to 
finance  future  operating  and  expansion 
costs; 

b)  high  and  low  income  years  can  be  block 
averaged  every  five  years  (see  Chapter  VIII). 
General  averaging  is  applied  in  the  mean- 
time; 


c)  during  non-averaging  years  any  annual 
losses  can  be  carried  backwards  one  year 
and  forward  five  years; 

d)  livestock  farmers  can  utilize  the  Livestock 
Inventory  Provision  (sometimes  referred  to 
as  partial  accrual)  to  further  even  out  income 
(see  Chapter  VIII); 

e)  on  disposing  of  a  specific  enterprise  or  the 
whole  farm  business  the  proceeds  from  the 
sale  of  inventory  such  as  grain,  livestock, 
hay,  etc.,  can  be  used  to  purchase  a  forward 
income  averaging  annuity  contract  and 
spread  the  income  over  up  to  15  years  (see 
Chapter  VIII). 


According  to  the  Income  Tax  Act  rules  for  busi- 
ness income,  only  taxpayers  who  have  income 
from  a  farming  or  fishing  business  can  use  the 
cash  method.  This  includes  individuals,  corpora- 
tions, partnerships,  and  trusts  which  are  in  the 
business  of  farming.  Also,  by  administrative  prac- 
tice, certain  other  persons  who  carry  on  business 
but  do  not  have  any  inventory,  work-in-progress  or 
accounts  receivable  of  any  kind  may  also  be  able 
to  use  the  cash  method. 

Once  you  start  with  this  method  of  income 
reporting,  you  must  continue  to  use  the  method 
each  succeeding  year.  If,  at  any  time,  you  wish  to 
change  to  the  accrual  basis,  you  must  obtain  per- 
mission from  Revenue  Canada.  If,  however,  you 
are  on  the  accrual  method  and  wish  to  change  to 
the  cash  method,  you  may  do  so  without  permis- 
sion of  Revenue  Canada. 

CONSIDERATION  IN  CHANGING  YOUR  FISCAL 
YEAR-END 

As  an  individual,  you  are  required  to  file  an 
income  tax  return  on  a  calendar  year  basis.  When 
tax  is  payable  the  tax  return  must  be  filed  by  April 
30th  of  the  following  year.  If  no  tax  is  payable  a 
return  need  only  be  filed  if  requested  by  the  tax 
department  or  it  must  be  filed  at  the  time  of  block 
averaging. 

In  the  first  year  of  business  a  sole  proprietor- 
ship, partnership  or  corporation  may  choose  a  fis- 
cal year  which  is  different  from  the  calendar  year. 
In  later  years  the  fiscal  year  may  be  changed  after 
obtaining  approval  from  Revenue  Canada.  By 
changing  the  fiscal  year,  the  "business"  income 
would  then  be  reported  in  the  calendar  year  in 
which  the  fiscal  period  of  the  business  ended. 

To  illustrate  how  this  would  work,  consider  the 
following  examples: 

a)  A  bonafide  farmer,  with  a  fiscal  period  for 
business:  January  1 ,  1 977  to  December  3 1 , 
1977.  He  would  be  required  to  file  by  April 
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30,  1978  and  include  along  with  business 
inconne  from  the  fiscal  period,  non-farnn 
income  and  deductions,  etc.  for  the  1977 
calendar  year. 

b)  A  bonafide  farmer,  with  a  fiscal  period  for 
business:  August  1 ,  1 977  to  July  31,1978. 
He  would  be  required  to  file  by  April  30, 
1979  and  include,  along  with  business 
income  from  the  fiscal  period,  non-farm 
income  and  deductions  etc  for  the  1978 
calendar  year. 

c)  A  bonafide  farmer,  with  a  fiscal  period  for 
business:  January  3,  1977  —  January  2, 
1978  (extreme  case).  He  would  be  required 
to  file  by  April  30,  1979  and  include,  along 
with  business  income  from  the  fiscal  period, 
non-farm  income  and  deductions  for  the 
1 978  calendar  year. 


A  non-calendar  fiscal  year  can  be  advantageous 
in  many  cases  from  both  a  tax  and  profit  point  of 
view.  Different  enterprises  may  fit  different  fiscal 
periods.  It  should  be  remembered,  however,  that 
the  goals,  objectives  and  needs  of  your  particular 
farm  operation  should  be  looked  at  in  light  of  the 
advantages  of  changing  your  fiscal  year  end. 


BASIC  FILING  INFORMATION 

Figure  3.1  illustrates  the  major  areas  involved  in 
filing  a  tax  return.  This  diagram  should  help  in 
attaining  an  overall  picture,  and  also  illustrate  how 
parts  fit  and  relate  to  each  other. 

The  following  steps  may  be  used  as  a  guide  to 
filing  a  tax  return. 

STEP  1:  Compile  Farm  Income  and  Expense 
Statement  —  Form  T2042  in  Farmer's 


and  Fisherman's  Tax  Guide  or  a  similar 
statement. 

Be  sure  to  include: 

a)  wages  paid  to  children 

b)  capital  cost  allowance  necessary 

c)  livestock  inventory  sales  necessary 

d)  25%  of  the  cost  of  repairs  to  the  house  and 
up  to  2/3  of  the  car  expenses 

e)  deduction  allowance  on  quotas  in  cumula- 
tive eligible  capital  account 

f)  income  from  woodlots  if  you  cut  and  sell  it 
yourself 

g)  include  as  income  the  applicable  govern- 
ment grants  and  subsidies 

h)  surface  rental  for  petroleum  and  natural  gas 
as  rental 

i)  public  utilities  —  costs  for  bringing  in  public 
utilities  are  an  expense  for  the  year  if  the 
company  retains  ownership  of  the  capital 
assets  such  as  a  gas  line 

j)  land  improvements  such  as  clearing  and 
breaking  must  now  be  entered  as  an 
expense  in  the  year  it  was  actually  paid 

k)  grain  storage  facilities  and  grain  drying 
equipment  may,  under  certain  circum- 
stances, be  depreciated  at  special  rates  — 
Page  1 1  —  "Farmer's  and  Fisherman's  Tax 
Guide" 

I)  depletion  allowance  down  to  original  costs 
on  wood  lots,  sand  and  gravel  pits  are 
allowed  if  the  profits  are  being  included  in 
income 

STEP  2:  Calculate  Personal  Exemptions 

a)  basic  deduction 

b)  child  exemption 

c)  Canada  Pension  Plan  contributions 

d)  medical,  etc. 

After  allowable  deductions  have  been  taken, 
you  will  be  left  with  TAXABLE  INCOME. 
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Figure  3.1 

SIMPLIFIED  INDIVIDUAL  TAX  RETURN 


PERSONAL  AND  OFF  FARM 

+  NET  EMPLOYMENT  EARNINGS 

+  PENSION  AND  ANNUITY  INCOME 

+  REGISTERED  RETIREMENT  INCOME  FUND 

+  INVESTMENT  INCOME 

+  NET  INCOME  FROM  OFF-FARM  SELF- 
EMPLOYMENT 

+/-     CAPITAL  GAINS  OR  LOSSES 

+  ETC.    (RENTAL  U.I.C..  FAM  ALLOW.) 
=  OFF-FARM  INCOME 

TOTAL  INCOME 

-  PREMIUMS  (U.I.C.,  C.P.P.,  or  Q.P.P.) 

-  CHILD  CARE  EXPENSES 

-  REGISTERED  PENSION  PLAN  CONTRIBUTIONS 

-  REGISTERED  RETIREMENT  SAVINGS  PLAN  CONTRIBUTIONS 

-  REGISTERED  HOME  OWNERSHIP  SAVINGS  PLAN  CONTRIBUTIONS  ($1000) 

-  ETC.  (UNION/PROFESSIONAL  DUES,  TUITION) 

=  NET  INCOME 

-  INTEREST  AND  DIVIDEND  INCOME  DEDUCTION  ($1000) 

-  RESTRICTED  FARM  LOSSES  (HOBBY  FARM) 

-  NON-CAPITAL  LOSSES  (7-YEAR  SPREAD) 

-  NET  CAPITAL  LOSSES  FROM  PREVIOUS  YEARS 

-  PERSONAL  EXEMPTIONS 

-  MEDICAL  EXPENSES  AND  CHARITABLE  DONATIONS 

=  TAXABLE  INCOME 
(Subject  to  General  Averaging) 

FURTHER  STRATEGY  AREAS  INFLUENCING  TAXABLE  INCOME 

-  5  YEAR  BLOCK  AVERAGE  -  DEFERRED  INITIAL  GRAIN  PAYMENT 

-  FORWARD  AVERAGING  -  PARTNERSHIP 

-  LIVESTOCK  INVENTORY  PROVISIONS  -  INCORPORATION  (Co.  and  CO-OP) 

-  INVESTMENT  TAX  CREDIT  -  OTHER  DEFERMENTS  (ROLLOVERS) 

-  BASIC  HERD 
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FARM 

INCOME       (Tinning  of  Fiscal  Year 
(Cash  vs  Accrual) 

-  EXPENSES 
=  MARGIN 

-  CCA.       (Pts  XI  and  XVII 

(Accelerated  CCA. 


=  NET  INCOME  FROM  FARMING  (N.F.I.) 


IF  POSITIVE 

1 )  Review  the  level  of  Capital  Cost  Allowance 
—  depending  on  your  tax  rates  (high  or 
low?)  and  also  on  future  plans.  You  may 
want  to  adjust  the  level  accordingly.  For 
exannple,  if  you  intend  to  retire  soon  you 
may  be  faced  with  recaptured  capital  cost 
allowance. 

2)  Non-capital  losses  from  previous  years  can 
be  carried  forward  for  up  to  five  (5)  years 
and  applied  against  taxable  income  (exclud- 
ing personal  exemptions  from  previous 
years).  NOTE:  You  cannot  create  a  loss  posi- 
tion in  present  year  when  bringing  forward 
losses. 

3)  May  be  the  best  year  to  five  year  block 
average. 

4)  General  averaging  is  available  automatically. 

5)  If  you  do  a  year  end  tax  calculation,  i.e.  in 
November,  you  may  still  qualify  for  the  Grain 
Payment  Deferral  if  still  selling  grain. 


6)  Claim  any  outstanding  Net  Capital  Losses 
from  previous  years.  You  may  claim  up  to 
$2,000  against  regular  income  in  any  one 
year. 


IF  NEGATIVE 

1)  Livestock  Inventory  Provision  (see  Chapter 
VIII)  may  be  used  to: 

—  catch  up  previous  losses 

—  catch  up  this  year's  losses 

—  five  year  block  average 

—  "borrow"  income  from  next  year  in 
excess  of  what  you  need  this  year  if 
you  have  a  fairly  definite  feeling  that 
next  year's  income  may  be  quite 
high. 

2)  Reduce  the  amount  of  capital  cost 
allowance  claimed  for  present  year. 


CHAPTER  IV 
CAPITAL  COST  ALLOWANCE 


The  capital  cost  of  fixed  assets  such  as  machin- 
ery, equipment,  vehicles  and  buildings  cannot  be 
deducted  as  an  expense  in  one  tax  year.  Instead, 
the  expenditures  are  considered  to  be  of  a 
"capital"  nature  and  the  cost  must  be  spread  over 
a  period  of  years  by  taking  a  deduction  based  on 
the  cost  of  the  assets.  The  distribution  of  the  cost 
of  a  fixed  asset  over  its  estimated  useful  life  in  a 
systematic  manner  is  termed  depreciation. 
Depreciation  is  the  result  of  use  and  obsolescence 
of  the  asset.  The  term  "capital  cost  allowance"  is 
a  tax  term  and  is  the  amount  which  Revenue 
Canada  allows  a  business  to  deduct  in  computing 
net  farm  income.  This  amount  is  Revenue 
Canada's  estimate  of  the  depreciation  of  the  asset. 

Under  the  pre- 1972  income  tax  system,  far- 
mers could  choose  between  two  different 
methods  for  calculating  capital  cost  allowance: 

a)  the  "straight-line"  (Part  XVII)  method 

b)  the  "declining  balance"  (Part  XI)  method. 

The  "straight-line"  method  allows  an  equal 
amount  of  capital  cost  allowance  to  be  claimed 


each  year.  The  Tax  Act  has  established  a  percen- 
tage rate  which  is  multiplied  by  the  original  cost  of 
the  asset  to  obtain  the  amount  claimed  each  year. 
Under  the  present  law,  the  straightline  method  is 
being  phased  out.  No  capital  asset  purchases  after 
December  31,  1971  may  be  written  off  on  this 
basis.  However,  assets  which  were  owned  on 
December  31,  1971,  provided  they  have  never 
been  written  off  on  the  "declining  balance"  basis, 
may  be  handled  on  the  straight-line  basis  as  long 
as  the  farmer  remains  in  the  business  of  farming. 
He  may,  of  course,  at  any  time  transfer  the 
undepreciated  cost  of  a  straight-line  asset  into  a 
prescribed  asset  class  under  the  declining  balance 
basis.  But  once  this  decision  is  made,  it  is  irreversi- 
ble. As  in  the  elimination  of  basic  herds,  the  phas- 
ing out  of  straight-line  capital  cost  allowance  will 
be  a  gradual  process  which  will  probably  take  a 
number  of  years  to  accomplish. 

Using  the  "declining  balance"  method,  the 
capital  cost  allowance  is  equal  to  the  "book  value" 
of  the  asset  multiplied  by  the  percentage  rate 
established  in  the  Tax  Act.  Because  the  book  value 
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is  reduced  each  year,  the  amount  of  capital  cost 
allowance  claimed  each  year  is  smaller  than  that  of 
the  previous  year.  When  using  the  declining 
balance  method,  similar  assets  are  grouped  into 
classes  and  capital  cost  allowance  is  based  on  the 
cost  of  all  assets  in  the  class  less  amounts  allowed 
in  previous  years  as  the  capital  cost  allowance  on 
these  assets.  (Even  so,  you  should  keep  a  record  of 
the  original  cost  of  each  asset). 

The  mechanical  rules  for  the  two  methods  are 
familiar  to  most  farmers  and  are  adequately  ex- 
plained in  the  "Farmer's  and  Fisherman's  Tax 
Guide",  so  it  is  not  necessary  to  repeat  them  in 
detail  here.  It  is  appropriate,  however,  to  provide  a 
summary  of  some  of  the  major  similarities  and 
differences.  This  listing  could  assist  when  a  farmer 
has  to  decide  whether  or  not  he  should  continue 
on  the  straight-line  basis  or  switch  over  to  the 
declining  balance  method. 


1.  FLEXIBILITY  AS  TO  AMOUNT  APPLIES  TO 
BOTH  METHODS 

Under  either  system  a  farmer  can  choose  to 
take  as  little  as  nil  capital  cost  allowance  or  as 
much  as  the  percentage  allowed  by  the  class 
(percentage  rates  vary  from  1%  to  100% 
depending  on  the  asset).  By  using  the  maxi- 
mum rate  in  a  year  of  high  income  and  a  lower 


rate  in  a  year  of  low  income,  a  farmer  can  use 
capital  cost  allowance  to  his  best  advantage. 
Using  maximum  capital  cost  allowance  every 
year  may  not  always  be  the  best  tax  manage- 
ment strategy. 

Another  strategy  of  varying  the  capital  cost 
allowance  claimed  each  year  concerns  the 
order  in  which  you  claim  capital  cost  allowance. 
Consider  claiming  depreciation  on  assets  in  the 
following  order:  1)  straight-line  assets,  2)  class 
6  assets,  3)  class  8  assets  and  4)  class  10 
assets.  The  basic  reasoning  of  this  is;  if 
straight-line  assets,  which  are  not  subject  to 
recapture  when  sold,  are  not  depreciated  fully 
by  the  time  they  are  sold  then  the  depreciation 
is  lost.  In  comparing  the  different  classes  of 
declining  balance  assets,  class  6  (10%)  has  a 
lower  maximum  yearly  rate  than  class  10 
(30%).  It  will  take  longer  to  write  off  the  classes 
with  the  lower  rate.  Therefore  if  you  can 
preserve  your  balance  in  a  higher  rate  class  (e.g. 
class  10)  by  not  taking  the  maximum  rate  in  a 
low  income  year,  you  will  have  a  larger  CCA. 
claim  available  in  a  high  income  year. 

The  following  example  illustrates  how  this 
would  work:  Assume  two  classes  of  deprecia- 
ble assets  with  the  following  undepreciated 
cost:  Class  6  (10%)  =  $100,000,  Class  10 
(30%)  =  $100,000. 


SITUATION  A 

SITUATION  B 

YEAR 

CLASS 

CLAIMED 

CLAIMED 

1 

Net  Income  before  CCA 
Less  CCA  claimed 

Net  Farm  Income 

6 
10 

nil 

$  10,000 
10,000 

nil 

$  10,000 
10,000 

nil 

nil 

2 

Undepreciated  Capital 
Cost  at  beginning  of 
Year 

6  (10%)  -  $  90,000 
10  (30%)  -  $100,000 

$100,000 
$  90,000 

Net  Income  before  CCA 
Less  CCA  claimed 

Net  Farm  Income 

6 
10 

10% 
1% 

$  10,000 
9,000 
1.000 

nil 

nil 

11% 

$  10,000 

10,000 
nil 

3 

Undepreciated  Capital 
Cost  at  beginning  of 
Year 

6  (10%)  -  $81,000 
10  (30%)  -  $99,000 

$100,000 
$  80,000 

Net  Income  before  CCA 
Less  CCA  claimed 

Net  Farm  Income 

6 
10 

10% 
30% 

$  60,000 
8,100 
29.700 

$  22.200 

10% 
30% 

$  60,000 
10,000 
24.000 

$  26.000 
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The  result  of  depreciating  the  lower  rate  class 
first,  and  maintaining  a  larger  undepreciated 
capital  cost  in  the  higher  rate  class,  is  that  nnore 
CCA.  is  available  for  high  income  years.  Such  a 
strategy  would  give  you  more  flexibility,  however 
you  should  consider  how  it  would  fit  in  with  your 
particular  situation. 

A  strategy  of  varying  the  capital  cost  allowance 
claim  each  year  may  be  beneficial  to  farmers  hold- 
ing their  depreciable  assets  for  a  greater  number 
of  years.  It  could  have  the  effect  of  stretching  the 
number  of  years  that  capital  cost  allowance  may 
be  claimed  before  the  asset  is  written  off.  When 
considering  a  claim  of  less  than  the  maximum 
amount,  the  impact  of  block  averaging  should  be 
examined. 

2.  HIGHER  WRITE-OFFS  FOR  DECLINING 
BALANCE  METHOD 

The  maximum  write-off  rates  for  the  declining 
balance  method  are  about  twice  as  high  (Exam- 
ple: trucks  are  1 5%  on  straight-line  and  30%  on 
declining  balance).  This  means  that  in  the  initial 
years  the  declining  balance  basis  will  produce 
higher  write-offs  but  in  the  later  years,  the 
write-offs  will  be  lower  than  those  under  the 
straight-line  method. 

3.  DIFFERENT  RULES  FOR  THE  YEAR  OF  SALE 

When  a  straight-line  asset  is  sold,  capital  cost 
allowance  is  taken  off  for  the  number  of 
months  it  was  owned.  However,  when  a  declin- 
ing balance  asset  is  sold,  the  proceeds  simply 
reduce  the  balance  in  the  class  and  the  base  on 
which  further  claims  are  taken. 


Consider  the  following  example: 


Capital  cost  of  asset 
Proceeds  of  disposition 
Unclaimed  capital  cost  of 
assets  in  class 


SITUATION  1    SITUATION  2 
$5,000.00  $5,000.00 
2,300.00  2,300.00 


6,000.00 


Calculations 

Unclaimed  capital  cost  of  class  $6,000.00 

Less:  Proceeds  of  disposition  2,300.00 
Reduced  unclaimed  capital 
cost  of  assets  remaining  in 


2,000.00 


$2,000.00 
2,300.00 


class 


$3,700.00      $  (300.00) 


Recaptured 
Capital  Cost 
Allowance 


Situation  1 :  If  we  assume  there  is  one 
remaining  asset  in  this  class 
and  that  we  sell  it  for 
$2,300.00,  we  see  that  an 
unclaimed  balance  of 
$3,700.00  ($6,000.  - 
$2,300.)  remains.  This  sum  is 
a  terminal  loss  and  is  deduc- 
tible in  computing  non-capital 
income  for  the  year. 

Situation  2:  If  this  negative  balance  of 
$300.00  remains  at  the  end  of 
the  year,  it  must  be  added  to 
non-capital  income  for  the 
year. 

b)  Straight-line  Assets:  On  disposal  of  assets 
on  the  straight-line  method,  any  recaptured 
capital  cost  allowance  will  not  be  included  in 
income.  Nor  can  a  terminal  loss  be  claimed. 


4.  "RECAPTURE"  AND  "TERMINAL  LOSS"  OF 
CAPITAL  COST  ALLOWANCE 

a)  Declining  Balance  Assets:  If  you  sell  or  trade 
in  a  depreciable  asset  and  your  proceeds  are 
greater  than  the  value  recorded  for  tax  pur- 
poses (but  less  than  the  asset's  original 
cost),  then  the  difference  is  called  "recap- 
tured capital  cost  allowance".  Under  the 
declining  balance  method  it  is  taxable,  but  it 
usually  only  has  the  effect  of  reducing  the 
tax  base  of  assets  in  that  class  for  the  year's 
capital  cost  allowance  calculation.  As  a 
result,  the  capital  cost  allowance  deduction 
available  for  the  year  on  that  class  of  assets 
as  a  whole  will  be  lower.  A  "terminal  loss"  is 
just  the  opposite  of  recapture.  It  results 
when  all  declining  balance  assets  in  a  class 
are  sold  for  less  than  the  undepreciated 
values  (indicating  insufficient  capital  cost 
allowance  was  taken). 


5.  CAPITAL  GAINS  MAY  ARISE  UNDER  BOTH 
METHODS  BUT  CAPITAL  LOSSES  DO  NOT 
ARISE  UNDER  EITHER 

A  capital  gain  on  depreciable  property  occurs 
when  sale  proceeds  received  for  the  asset 
exceed  the  original  cost  of  the  asset.  As  a 
general  rule  only  the  amount  of  gains  which 
arise  after  December  31,  1971,  and  in  excess 
of  fair  market  value  at  that  date,  will  result  in  a 
taxable  captial  gain. 

6.  SIMILAR  RULES  APPLY  WHEN  DEPRECIA- 
BLE ASSETS  ARE  TRANSFERRED  TO  A 
SPOUSE  OR  LEFT  TO  A  SPOUSE  UNDER  A 
WILL 

"Declining  balance"  assets  will  go  to  a  spouse 
at  their  undepreciated  capital  cost,  and  any 
recapture  of  capital  cost  allowance  will  be 
postponed  until  sale  of  the  assets  by  the 
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spouse  or  until  the  spouse's  death.  "Straight- 
line"  assets  transferred  to  a  spouse  during  a 
farnner's  lifetime  or  on  his  death  will  pass  at 
their  tax  values  ("adjusted  cost  base")  and  no 
capital  gain,  if  any,  will  arise  until  the  sale  of  the 
asset  or  until  the  spouse's  death. 

7.  DIFFERENT  RULES  APPLY  WHEN 
DEPRECIABLE  PROPERTY  IS  TRANS- 
FERRED OR  LEFT  UNDER  A  WILL  TO  A 
CHILD  UNDER  THE  FARM  ROLLOVER  PRO- 
VISIONS 

Under  the  special  "farnn  rollover"  provisions 
(see  Chapter  IX),  "declining  balance"  assets 
are  transferred  at  their  undepreciated  capital 
cost.  Recapture  is  deferred  until  such  tinne  as 
the  property  is  sold  by  the  child.  It  might  be 
deferred  indefinitely  if  the  property  remains  in 
the  family  long  enough.  "Straight-line"  assets, 
however,  can  only  be  transferred  to  a  child  at 
their  fair  market  value.  No  recapture  results, 
of  course,  but  it  is  possible  that  there  could  be 
a  taxable  capital  gain  if  the  proceeds  of  the 
sale  are  greater  than  the  V-day  value  of  the 


assets.  Once  a  child  acquires  the  depreciable 
property,  he  must  take  capital  cost  allowance 
on  the  declining  balance  method. 

The  above  show  some  of  the  similarities  and 
differences  between  the  two  methods  of  calculat- 
ing capital  cost  allowance.  There  are  others,  of  les- 
ser importance,  but  these  points  should  at  least 
give  some  good  guidelines  in  planning.  The  main 
question  of  course,  is  whether  or  not  to  switch 
from  "straight-line"  to  "declining  balance".  No 
snap  answer  can  be  given  since  a  wise  decision 
depends  entirely  on  each  farmer  and  his  circum- 
stances. As  a  general  rule  however,  most  farmers 
are  well  advised  to  stay  with  the  "straight-line" 
method  wherever  they  can,  and  use  the  "declining 
balance"  method  only  for  those  assets  which  they 
have  acquired  after  1 971 .  This  may  require  a  little 
extra  record  keeping  but  it  could  prove  to  be  the 
most  beneficial  choice  for  the  farmer.  If  you  do 
decide  to  take  the  simpler  way  and  switch  all  your 
assets  over  to  "declining  balance",  the  "Farmer's 
and  Fisherman's  Tax  Guide"  has  a  good  outline  of 
the  procedures  to  follow  in  making  this  change  in 
your  tax  return. 


CHAPTER  V 
INVESTMENT  TAX  CREDIT 


Effective  for  1975  and  subsequent  taxation 
years,  the  Income  Tax  Act  allows  a  taxpayer, 
whether  an  individual,  a  corporation,  or  a  trust,  to 
deduct  from  federal  tax  payable  an  amount  in 
respect  of  his  investment  tax  credit  at  the  end  of 
the  year. 

The  investment  tax  credit  applies  to  most  items 
included  in  a  farmer's  capital  cost  allowance 
schedule  purchased  between  June  23,  1  975  and 
July  1,  1980.  The  November  16,1978  Budget 
proposed  to  extend  this  time  indefinitely.  However, 
with  the  1979  Federal  election,  a  new  Budget 
must  be  introduced  and  passed  to  make  this  pro- 
posal law. 

The  investment  tax  credit  covers  new  buildings 
used  for  the  farm  business,  farm  equipment  and 
machinery  used  in  the  farm  business.  The  tax 
credit  does  not  apply,  however,  to  new  cars  or 
trucks,  new  milk  quotas,  purchases  of  used 
machinery,  the  cost  of  tile  drainage,  or  a  new  farm 
home. 


In  the  case  of  farm  buildings  that  were  already 
under  construction  on  June  23,  1975,  only  those 
costs  incurred  after  that  date  are  eligible  for  the 
tax  credit.  However,  the  entire  cost  of  buildings 
begun  between  June  23,  1975  and  July  1,  1980 
are  eligible  for  the  tax  credit. 

The  amount  of  tax  credit  deductible  is  limited  in 
any  one  year  to  the  lesser  of: 

a)  the  federal  tax  payable 

b)  $15,000  plus  one-half  of  the  federal  tax 
payable  in  excess  of  $15,000. 

For  most  farmers  this  means  that  the  credit  will 
be  deductible  in  full  against  the  amount  of  federal 
tax  payable. 

A  minor  limitation  to  the  provision  is  that  the 
capital  cost  of  the  asset  for  depreciation  purposes 
will  be  reduced  by  the  amount  of  the  tax  credit.  In 
other  words,  if  the  investment  cost  is  $20,000 
and  the  tax  credit  is  $1,000,  the  starting  point  for 
capital  cost  allowance  will  be  $19,000. 
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When  the  investment  tax  credit  was  introduced 
in  1975,  the  basic  rate  was  5%.  Effective  March 
31,  1977  the  federal  governnnent  changes  altered 
the  basic  rate  and  provided  for  increased  rates  in 
"slower-growth"  regions  of  the  country.  The  de- 
signated "slower-growth"  area  in  Alberta  is 
shown  in  Figure  5.1,  and  the  increased  rate  is 
7.5%. 

On  November  1 6,  1 978,  Budget  proposals  were 
introduced  to  increase  the  basic  rate  from  5%  to 
7%,  and  in  the  designated  "slower-growth"  area  in 
Alberta  from  7.5%  to  10%.  Again,  with  the  1979 
election  a  new  Budget  must  be  introduced  and 
passed  to  make  these  proposals  law. 

The  following  example  illustrates  how  the 

investment  tax  credit  works: 

Assume:  -  Farmer  purchases  a  new  tractor  for 
$30,000  (Class  10) 
-  Taxable  income  is  $27,000  (before 
CCA.  is  claimed  for  new  tractor) 


WITHOUT  TAX  CREDIT 

USING  TAX  CREDIT 

Taxable  Income 

$27,000 

Taxable  Income 

$27,000 

CCA.  on  Tractor 

(9,000) 

CCA.  on  Tractor 

(8.370) 

Net  Taxable  Income 

$18,000 

Net  Taxable  Income 

$18,630 

Basic  Federal  Tax 

3,732 

Basic  Federal  Tax 

3,909 

General  Tax  Reduction 

(336) 

General  Tax  Reduction 

(352) 

Federal  Tax  Payable 

3,396 

Federal  Tax  Payable 

3,557 

Investment  Tax  Credit 

Investment  Tax  Credit 

(2,100) 

Net  Federal  Tax 

$  3,396 

Net  Federal  Tax 

$  1,457 

Provincial  Tax 

1.437 

Provincial  Tax 

1.504 

Total  Tax 

$  4.833 

Total  Tax 

$  2,961 

The  net  tax  savings  as  a  result  of  the  investment  tax  credit  is  $1,872. 


The  capital  cost  allowance  on  the  purchase 
price  of  the  tractor  is: 

$30,000  X  .30  =  $9,000 
The  investment  tax  credit  (7%)  will  be: 

$30,000  X  .07  =  $2,100 
The  adjusted  capital  cost  for  CCA.  purposes 
when  using  the  tax  credit: 

Purchase  Price  $30,000 
Less:  Tax  Credit  2,100 
Adjusted  Cost  for 

CCA.  Purposes  $27,900 
CCA.  on  Adjusted  Cost: 
$27,900  X  0.30  =  $8,370 
The  net  position  after  tax  in  each  case  will  be: 


A  farmer  who  has  made  an  investment  in  assets 
that  qualify  for  the  tax  credit,  but  is  in  a  very  low 
taxable  position  in  the  year  of  purchase,  would  be 
wise  to  review  his  situation.  Even  in  a  low  tax 
bracket,  the  investment  tax  credit  should  be 
claimed  until  federal  tax  is  zero.  Any  unused  tax 
credit  or  part  of  a  tax  credit  can  be  carried  forward 
for  up  to  five  (5)  years. 

A  farmer  who  does  not  claim  his  tax  credit  in  the 
year  of  an  investment  may  claim  his  CCA.  on  the 
total  purchase  price.  When  the  tax  credit  is  taken 
(within  the  5  year  limit),  then  the  amount  is 
deducted  from  the  undepreciated  capital  cost  of 
the  tax  class  relevant  to  the  asset  acquired. 

CLAIMING  THE  INVESTMENT  TAX  CREDIT  IN 
A  FARM  PARTNERSHIP 

In  a  farm  partnership,  any  investment  tax  credit 
for  the  year  is  divided  up  to  each  member  of  the 


partnership  in  agreement  with  each  member's 
partnership  interest.  This  allocation  of  the  tax 
credit  to  individual  partners  should  be  done  at  the 
end  of  each  fiscal  year.  The  capital  cost  of  each 
asset,  on  which  the  tax  credit  is  being  distributed, 
must  also  be  reduced  for  capital  cost  allowance 
purposes  by  the  amount  of  the  tax  credit  deter- 
mined for  that  asset. 


INVESTMENT  TAX  CREDIT  IN  A  CORPORA- 
TION 

So  long  as  the  qualifying  assets  were  purchased 
by  the  farm  corporation,  the  calculation  of  the  tax 
credit  in  determining  the  corporation's  taxes  is 
similar  to  that  for  an  individual. 
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Figure  5.1 


/dllxria 


Designated  region  for  incentive 
grants  and  or  loan  guarantees 
to  industry. 


Source:    REVENUE  CANADA  TAXATION 

INFORMATION  CIRCULAR  78-4 
April  17,  1978 
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CHAPTER  VI 


TAX  TREATMENT  OF  BASIC  HERDS  AND  OTHER  FARMING 

INVENTORIES 


In  this  chapter  we  will  discuss  briefly  how  our 
federal  income  tax  laws  deal  with  livestock  inven- 
tories, crop  inventories,  and  other  inventory  itenns. 

A.  LIVESTOCK  INVENTORIES 

We  will  deal  with  these  assets  under  three  sepa- 
rate headings:  "basic  herds",  the  "constant  unit" 
election  and  "non-basic  herd  livestock".  As  time 
goes  on,  and  our  tax  system  matures,  tax  prob- 
lems involving  basic  herds  will  gradually  disappear 
and  questions  regarding  the  other  system  of 
accounting  for  livestock  will  replace  them. 
However,  basic  herds  will  be  around  for  some  time 
yet  so  it  is  important  to  understand  the  rules. 

BASIC  HERDS 

This  term  was  used  under  the  pre- 1972  tax 
system  and  applied  to  certain  specified  groups  of 
animals  (cattle,  horses,  sheep  or  swine)  owned  by 
a  farmer.  Once  a  basic  herd  of  a  class  of  animals 
was  established  for  income  tax  purposes,  the  cost 
of  additions  to  the  basic  herd  was  not  deductible 
and  the  proceeds  from  reductions  of  the  basic 
herd  were  not  taxable.  In  other  words,  the  herd 
was  recognized  as  a  capital  asset  in  somewhat  the 
same  way  that  plant  and  equipment  are  capital 
assets  to  a  manufacturing  business.  It  is  interesting 
to  note  that  the  "basic  herd"  concept  was  not 
authorized  by  law  under  the  pre- 1972  tax  system 
but  was  strictly  the  result  of  the  practice  of  the  tax 
authorities.  In  the  new  tax  system  however,  "basic 
herds"  are  defined  but  they  are  also  being  done 
away  with!  No  new  basic  herds  can  be  established 
now  nor  can  existing  ones  be  increased.  Special 
transitional  rules  have  been  established  to  phase 
out  those  basic  herds  which  have  been  allowed  to 
carry  over  into  the  new  system. 

Simply  stated,  the  transitional  rules  provide  two 
different  ways  in  which  this  phase-out  of  existing 
basic  herds  will  be  accomplished,  the  "mandato- 
ry" reduction  and  the  "optional"  reduction. 

1.  THE  MANDATORY  REDUCTION 

As  a  general  rule,  if  a  herd  of  animals  at  the 
end  of  a  taxation  year  is  less  than  the 
approved  basic  herd  number,  the  farmer's 
approved  basic  herd  must  be  reduced  to  the 
lower  figure.  The  farmer  must  then  take  a 


deduction  from  his  income  representing  the 
amount  of  this  reduction  which  has  occurred 
in  his  herd.  The  formula  would  be: 

average  of  the 

Deduction  from  income      number  of  animals  fair  market  value 

(re  Basic  Herd  =    by  which  basic         x      of  all  the  animals 

reduction)  herd  was  reduced  in  that  class  at 

December  31,  1971 

If  a  farmer  with  a  basic  herd  wishes  to  ensure 
that  he  does  not  fall  under  this  mandatory 
reduction  in  his  basic  herd,  he  should  make 
sure  that  at  the  end  of  the  year  the  number  of 
animals  in  that  class  is  not  less  than  the  num- 
ber of  animals  in  his  "basic  herd"  for  that 
class  of  animal.  If  this  is  done  each  year,  the 
basic  herd  can  be  continued  indefinitely  in  the 
new  tax  system,  if  desired. 


2.  OPTIONAL  REDUCTION 

If  a  farmer  does  not  have  a  decrease  in  his 
herd  which  brings  the  mandatory  reduction 
into  effect,  he  still  has  the  choice  of  using  the 
optional  reduction.  These  rules  allow  a 
farmer  to  write  off  each  year  for  tax  purposes 
a  maximum  of  one-tenth  of  the  December 
31,  1971  fair  market  value  of  his  basic  herd. 
In  fact,  the  amount  of  the  deduction  which 
will  be  allowable  may  be  less  than  one-tenth 
since  it  cannot  exceed  the  least  of  the 
following  three  things: 

i)  the  number  of  animals  of  the  class  dis- 
posed of  in  the  year, 

ii)  10%  of  the  "basic  herd"  at  December  31, 
1971, 

iii)  the  number  of  animals  in  the  "basic  herd" 
at  the  end  of  the  preceding  year. 

Farmers  should  also  note  that  where  a  write- 
off of  10%  of  the  basic  herd  is  available,  it 
does  not  have  to  be  taken  in  full.  Any 
amount  less  than  10%  could  be  taken  for  the 
year.  The  same  principle  applies  here  as 
applies  to  "cash"  basis  farmers  with 
livestock  inventories  (non-"basic  herd")  (see 
Chapter  VIII).  A  farmer  might  need  to  take 
only  a  5%  write-off,  for  example,  to  reduce 
his  taxable  income  to  nil.  Or,  in  a  year  of 
relatively  low  income,  he  might  prefer  not  to 
take  any  write-off  and  save  the  deduction 
until  future  years  when  profits  are  higher. 

These  are  the  tax  principles  which  apply  in  the 
phasing-out  of  basic  herds.  At  the  time  of  tax 
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reform,  Revenue  Canada  prepared  an  excellent 
sumnnary  of  the  basic  herd  rules,  together  with 
illustrative  exanriples  in  a  booklet  entitled,  "Basic 
Herds".  A  copy  of  this  material  can  be  obtained 
from  the  Farm  Business  Management  Branch  in 
Olds.  Every  farmer  who  accounts  for  any  of  his 
livestock  on  this  basis  should  have  a  copy  of  this 
publication  to  guide  him  as  to  the  tax  treatment  of 
his  purchases  and  sales. 

V-DAY  VALUES 

If  you  have  not  yet  established  the  December 
31,  1971  market  value  for  your  basic  herd  then  it 
would  be  wise  to  do  so  as  soon  as  possible.  As  in 
the  case  of  other  "V-Day"  valuations,  the  higher 
the  value  assigned  to  the  animals  the  greater  the 
tax  advantage  when  the  animals  are  disposed  of, 
but  the  values  must  be  reasonable  and  supportable 
to  be  accepted  by  the  tax  authorities. 

WHAT  HAPPENS  TO  THE  BASIC  HERD  IF  A 
FARMER  DIES  OR  GOES  OUT  OF  BUSINESS? 

Suppose  that  at  the  time  of  a  farmer's  death  his 
livestock  herd  has  a  fair  market  value  of  $1  50,000 
and  the  dollar  amount  of  his  "basic  herd"  at 
December  31,  1971  which  had  not  yet  been  writ- 
ten off  for  tax  purposes  is  $80,000.  In  the  final 
income  tax  return  of  the  farmer  the  $150,000 
must  be  shown  as  income  but  this  will  be  partially 
offset  by  the  deduction  of  the  $80,000.  Legal 
representatives  who  look  after  the  deceased 
farmer's  affairs  should  be  aware  that  a  separate 
tax  return  can  be  filed  to  report  this  type  of 
income  (Rights  or  Things  —  Chapter  XII).  A  second 
set  of  personal  exemptions  can  also  then  be 
claimed.  As  an  alternative,  the  legal  representative 
may,  within  certain  time  limits,  transfer  the  owner- 
ship of  the  basic  herd  to  the  widow  or  children 
who  are  the  beneficiaries  of  the  estate.  If  this  is 
done,  the  cost  to  the  beneficiary  for  tax  purposes 
will  be  considered  to  be  an  amount  equal  to  the 
fair  market  value  at  December  31,  1971  of  the 
basic  herd  minus  any  amounts  deducted  previous- 
ly from  the  basic  herd  by  the  deceased.  Upon  sale, 
the  beneficiary  will  only  include  the  excess  of  sale 
price  over  the  basic  herd  value  transferred.  A 
beneficiary  who  inherits  basic  herd  animals  will  not 
be  permitted  to  carry  on  with  the  basic  herd  con- 
cept. 

When  a  farmer  goes  out  of  business  and  sells 
his  herd,  he  will  get  a  full  deduction  for  the  "basic 
herd"  dollar  amount  which  has  not  yet  been  writ- 
ten off  and  the  full  amount  of  proceeds  from  sale 
must  be  brought  into  income.  If  the  farmer  is  an 
individual  on  the  "cash"  basis  he  can  alleviate  the 
tax  burden  which  will  result  from  the  requirement 
that  he  include  the  proceeds  of  sale  in  his  income 


by  purchasing  an  income-averaging  annuity  (see 
Chapter  VIII).  If  the  farmer  is  contemplating  retire- 
ment, an  annuity  of  this  kind  can  fit  in  very  well 
with  a  retired  person's  financial  planning.  In  a  very 
real  sense  the  value  of  a  farmer's  herd  may  repre- 
sent part  of  his  "pension  plan"  so  that  it  is  impor- 
tant that  maximum  value  be  retained  to  provide  for 
his  retirement  years. 

MISCELLANEOUS  COMMENTS  ON  "BASIC 
HERDS" 

There  are  some  additional  points  that  we  would 
like  to  make  regarding  basic  herds.  The  first  point, 
already  mentioned  but  worth  emphasizing,  is  that, 
even  though  the  basic  herd  is  treated  like  a  capital 
asset,  increases  in  the  value  of  the  animals  are  not 
treated  as  capital  gains  (one-half  taxable)  but  as 
ordinary  income  (fully  taxable).  Secondly,  basic 
herds  were  available  under  the  pre- 1972  tax 
system  not  only  to  "cash"  basis  farmers  but  also 
to  farmers  who  used  the  accrual  method  of 
accounting.  This  practice  is  continued  under  the 
present  rules  and  Revenue  Canada's  booklet 
shows  how  the  calculations  would  be  made.  Farm- 
ing corporations,  provided  they  had  established 
their  basic  herds  by  the  date  their  1971  income 
tax  returns  had  to  be  filed,  are  also  entitled  to  use 
the  basic  herd  rules  in  the  same  manner  as 
individual  farmers.  Farming  partnerships,  however, 
since  a  partnership  entity  if  technically  not  a  "tax- 
payer", would  not  be  entitled  to  have  basic  herds. 

THE  "CONSTANT  UNIT  VALUE"  ELECTION 
FOR  FARMERS  WHO  ARE  NOT  ON  THE 
"CASH"  BASIS 

Under  the  present  tax  system,  farmers  are 
entitled  to  use  the  accrual  method  of  accounting 
(under  which  inventory  values  must  be  taken  into 
account)  or  the  "cash"  method  (under  which 
inventory  values  can  be  ignored).  Most  farmers  are 
probably  using  the  cash  method  because  of  its 
advantages  (see  Chapter  III)  but  there  may  be 
some  farmers  who,  for  various  reasons,  choose  to 
use  the  accrual  method  of  accounting.  In  a  period 
when  the  value  of  livestock  is  rising  it  is  possible 
that  profits  calculated  on  this  basis  may  be  high 
purely  as  a  result  of  the  value  of  a  farmer's  inven- 
tory. It  is  conceivable  that  a  farmer  could  show  a 
profit  on  which  he  had  to  pay  tax  but  have  no  cash 
with  which  to  pay  such  taxes  since  his  "profit"  for 
the  year  is  largely  represented  by  an  unrealized 
increase  in  the  value  of  inventory.  In  recognition  of 
this  type  of  problem,  the  government  has  provided 
a  special  election  for  farmers  who  report  income 
on  the  accrual  basis.  This  election  enables  them  to 
report  their  inventory  at  values  which  remain  level 
from  one  year  to  the  next.  The  result  is  that  the 
"ups  and  downs"  of  the  livestock  values  in  inven- 
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tory  are  removed  and  the  farmer's  profit  is  closer 
to  his  cash  intake  for  the  year. 

The  election  is  available  to  any  person  in  the 
business  of  breeding  and  raising  animals  but  may 
not  be  used  with  respect  to  registered  animals, 
feedlot  operations  or  animals  bought  for  resale. 
The  election  is  made  by  filing  special  form  T2034 
with  your  income  tax  return  for  the  year  in  which 
the  constant  unit  value  is  adopted. 


B.  CROPS  AND  OTHER  INVENTORIES 

As  with  livestock,  inventories  of  crops  or  other 
items  can  be  ignored  by  "cash"  method  farmers 
but  must  be  accounted  for  by  "accrual"  method 
farmers.  These  inventory  items  could  include  such 
things  as  hay,  feed  pellets,  seed,  fertilizer,  fencing 
wire  and  posts,  and  other  supplies  of  any  kind.  The 
methods  for  accounting  for  inventory  which  are 
acceptable  under  the  income  tax  rules  are  spelled 
out  in  the  "Farmer's  and  Fisherman's  Guide". 
These  are  to  account  for: 

a)  the  entire  inventory  at  cost,  or 

b)  the  entire  inventory  at  fair  market  value,  or 

c)  the  individual  items  in  inventory  at  lower  of 
cost  or  fair  market  value. 


The  same  principles  which  apply  to  a  farmer's 
livestock  inventory  when  he  goes  out  of  business 
also  apply  with  regard  to  crop  and  other  invento- 
ries. The  amount  which  is  included  in  income  can 
be  offset  by  purchasing  an  income  averaging 
annuity  to  take  some  of  the  sting  out  of  the  tax 
liability.  Our  comments  on  the  various  tax  options 
available  for  inventories  when  a  farmer  dies  also 
apply  to  inventories  other  than  livestock. 


A  further  consideration  is  the  use  of  the  "defer- 
red cash  purchase  ticket".  This  provides  a  means 
by  which  crop  inventories  can  be  sold,  and  pro- 
ceeds are  not  taxable  until  the  subsequent  year. 
The  use  of  these  tickets  is  described  in  the 
"Farmer's  and  Fisherman's  Tax  Guide". 

Upon  delivery  of  grain  to  a  licensed  public 
elevator,  either  a  cash  purchase  ticket,  a 
storage  ticket  or  a  deferred  cash  purchase 
ticket  should  be  issued.  If  a  cash  ticket  is 
issued,  a  sale  has  taken  place  and  the  farmer 
is  considered  to  have  received  payment  at 
that  time.  This  payment  represents  income  of 
the  year  the  cash  ticket  is  issued  regardless 
of  when  it  is  presented  for  payment.  If  a 
storage  ticket  is  issued,  no  sale  has  taken 
place  and  therefore  the  farmer  is  not  con- 
sidered to  have  received  income  at  that  time. 
However,  when  he  surrenders  that  ticket  and 
sells  the  grain,  the  sale  price  is  considered  to 
be  income  at  the  date  of  sale,  whether  or  not 
payment  is  deferred  at  the  request  of  the 
farmer.  When  a  deferred  cash  purchase  ticket 
is  issued  a  sale  has  taken  place  but  payment 
will  not  be  made  before  a  date  specified  on 
the  ticket.  If  the  date  of  payment  is  after  the 
end  of  the  taxation  year  in  which  the  grain  is 
delivered,  the  sale  proceeds  will  be  income  of 
the  next  following  year. 

The  use  of  a  deferred  cash  purchase  ticket  ena- 
bles a  grain  farmer  to  sell  his  grain  (thus  taking 
advantage  of  the  price  prevailing  at  a  particular 
point  in  time)  while  deferring  the  income  for  tax 
purposes  until  a  subsequent  tax  year.  The  rule 
appears  to  be  available  only  to  grain  farmers  who 
use  the  "cash"  method  of  accounting  for  their 
income. 


CHAPTER  VII 
CAPITAL  GAINS 


A.  BACKGROUND 

The  most  significant  change  brought  about  by 
Canada's  1971  tax  reform  was  the  taxation  of 
capital  gains.  Virtually  every  Canadian  who  owns 
property  was  affected  by  this  decision  of  the 
policy  makers  who  put  together  the  new  Income 
Tax  Act.  Canadians  have  since  gradually  become 
accustomed  to  using  the  phrase  "valuation  day" 
or  simply  "V-day"  as  the  day  on  which  the 


measurement  of  all  capital  gains  subject  to  tax 
would  begin.  Two  valuation  days  were  established: 

a)  December  22,  1971,  for  publicly-traded 
shares  and  securities 

b)  December  31,  1971,  for  all  other  types  of 
capital  property. 

Essentially,  any  gain  which  has  built  up  prior  to  V- 
day  is  exempt  from  tax  but  any  gain  arising  after 
V-day  is  subject  to  tax.  The  same  principle  applies 
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with  regard  to  the  deduction  of  capital  losses.  The 
controversy  surrounding  the  taxation  of  capital 
gains  resulted  in  a  policy  that  only  half  of  the 
amount  of  a  capital  gain  is  taxable,  but  only  half 
of  a  capital  loss  is  deductible. 

The  immediate  implications  of  taxing  capital 
gains  are  fairly  simple.  If  you  owned  "capital  prop- 
erty" at  V-day,  or  acquired  property  after  that 
date,  it  is  likely  that  some  day  you  will  dispose  of 
that  property  for  proceeds  which  are  either  greater 
or  less  than  V-day  value  or  cost.  The  resulting 
capital  gains  or  losses  will  create  a  tax  cost  or  tax 
saving  when  your  return  is  filed  for  the  year  in 
which  the  disposition  is  made. 

WHAT  IS  "CAPITAL  PROPERTY"? 

Capital  property  includes,  under  normal  circum- 
stances, the  following  common  types  of  assets 
which  a  farmer  might  own: 

a)  Farmland  and  improvements  such  as 
drainage  and  fences 

b)  Buildings 

c)  Machinery,  equipment,  vehicles,  etc. 

d)  Farm  homes 

e)  Stocks,  bonds  and  other  securities 

f)  Personal  use  property  such  as  boats,  sum- 
mer cottages,  autombiles  and  other  assets 
of  this  nature 

g)  Certain  items  specified  as  "listed  personal 
property",  coins,  stamps,  rare  books,  jewel- 
lery, drawings,  paintings  or  sculptures. 

A  host  of  special  rules  exist  with  regard  to  the 
tax  treatment  of  capital  gains  and  losses  on  these 
various  kinds  of  assets.  As  well  as  the  above  list, 
which  is  not  all-inclusive,  a  farmer  will  also  have  to 
determine  the  gain  or  loss  for  the  following  prop- 
erties: 

a)  "Basic  herds" 

b)  Milk  quotas  or  other  "government  rights"  or 
licences  of  this  nature. 

It  is  fairly  safe  to  say  that  in  listing  the  foregoing 
items  we  have  probably  accounted  for  the  greater 
part  of  the  assets  of  most  farmers.  Studies  have 
indicated  that,  on  the  average,  Canadian  farmers 
have  two-thirds  of  their  assets  tied  up  in  farm  land 
alone.  The  point  which  we  wish  to  emphasize  here 
is  the  need  for  a  V-day  valuation  to  be  made  of  a 
person's  property.  The  need  to  maintain  accurate 
cost  records  for  all  property,  including  property 
acquired  after  valuation  day,  is  also  very  important. 

WHAT  IS  A  "DISPOSITION  OF  CAPITAL 
PROPERTY  "? 

The  obvious  answer  is  selling  the  property  to 
someone  else.  But  ""disposition"  includes  a  lot 


of  other  circumstances  besides  sale.  You  should 
be  aware  that  a  "disposition"  will  occur,  and  all 
the  capital  gains  rules  will  come  into  play,  when 
the  following  things  happen: 

a)  property  is  sold, 

b)  property  is  gifted, 

c)  the  owner  of  the  property  dies, 

d)  property  is  taken  unlawfully, 

e)  property  is  expropriated, 

f)  property  is  destroyed  and  insurance  pro- 
ceeds are  received, 

g)  Property  is  transferred  to  a  trust,  corpora- 
tion or  partnership.  (Some  special  rules  exist 
in  the  case  of  corporations  and  partner- 
ships.) 

This  checklist  is  not  a  complete  one  but  it 
covers  most  of  the  more  common  situations.  A 
"deemed  disposition"  of  capital  property 
automatically  takes  place  immediately  prior  to  a 
person's  death  so  that  in  all  cases  there  must  be  a 
disposition  of  some  kind  in  the  lifetime  of  every 
individual  who  owns  capital  property.  Farmers,  as 
we  shall  see  later,  have  received  special  consider- 
tion  with  regard  to  certain  dispositions  relating  to 
the  family  farm.  (See  Chapter  IX).  The  existence  of 
these  special  privileges  makes  the  need  for  a  V- 
day  value  even  more  important  since  the  effect  of 
these  rules  is  only  to  postpone  taxes,  not  to  be 
exempt  from  them.  It  is  always  important  to 
remember  that  the  taxes  will  not  be  avoided,  they 
will  just  be  deferred  for  a  while.  The  longer  the 
deferral,  of  course,  the  greater  the  advantage  to 
the  farmer. 


B.  ESTABLISH  YOUR  V-DAY  VALUES  NOW 

It  is  first  of  all  necessary  to  be  aware  of  the  sig- 
nificance that  both  valuation  day  values  and  cost 
records  have  in  determining  a  person's  tax  liability. 
There  is  a  tendency  to  put  off  determining  these 
values  since  there  is  no  need  to  report  them  to  the 
tax  authorities  until  a  disposition  of  the  property 
takes  place.  And  that  might  not  be  for  many  years. 
But  the  time  to  establish  a  V-day  value  is  NOW 
while  it  can  be  done  without  too  much  difficulty.  It 
is  important  because,  if  your  value  does  not  cor- 
respond to  Revenue  Canada's  Land  Bank  Values, 
they  most  likely  will  be  challenged.  In  light  of  this, 
consider  these  factors: 

1.  Inflation  ~  Property  values  have  risen  since 
V-day  and  will  probably  continue  to  do  so. 
For  some  assets,  such  as  real  estate,  values 
are  changing  almost  daily.  Establishing  what 
the  value  was  at  a  particular  time  becomes 
more  difficult  if  values  are  constantly  chang- 
ing. 
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2.  Documentation  —  Documentation  which 
can  provide  support  for  asset  values  at 
December  31,  1971  is  still  readily  available 
but  as  time  goes  on  this  sort  of  evidence 
(such  as  news  articles,  advertised  prices  for 
assets  similar  to  yours,  etc.)  becomes  much 
more  difficult  to  obtain.  Consider,  for  exam- 
ple the  list  prices  and  trade-in  values  for 
farm  machinery. 

3.  Photographs  —  These  may  be  important  to 
portray  the  condition  of  an  asset  at  or  near 
Valuation  day.  Pictures  can  be  of  great 
assistance  in  cases  where  an  asset  changes 
over  a  period  of  years.  An  example  might  be 
a  parcel  of  land  adjacent  to  a  deep  gully  in 
which  serious  erosion  was  taking  place.  The 
land  might  have  had  considerable  value  at 
V-day  but  be  virtually  useless  as  farmland  at 
the  date  of  disposition  many  years  later  due 
to  the  erosion.  A  photograph  taken  near  V- 
day  could  provide  excellent  support  for  a 
high  V-day  value. 

4.  Information  Regarding  Neighbouring  Prop- 
erties —  This  can  be  very  important.  Keep- 
ing a  record  of  nearby  properties  or  proper- 
ties similar  to  your  own  in  the  same  area, 
and  what  they  sold  for,  provides  good 
guidelines  for  the  value  of  your  own  prop- 
erty. It  is  much  easier  to  compile  this  infor- 
mation if  you  do  it  now  instead  of  many 
years  hence.  Comparable  sales  information 
may  be  available  from  Revenue  Canada. 

5.  Knowledgeable  Persons  Who  Can  Provide 
Information  or  Opinions  —  Who  knows 
more  about  his  farm  than  the  farmer  him- 
self? But  if  he  dies  without  leaving  behind 
the  benefit  of  his  knowledge  in  writing  then 
the  value  of  his  intimate  knowledge  of  the 
farm  will  be  lost.  Persons  with  a  working 
knowledge  of  real  property  values  in  your 
area  at  December  31,  1971  also  pass  from 
the  scene.  Getting  a  letter  of  opinion  from 
them  now  is  important,  as  it  may  not  be 
possible  when  the  need  for  it  arises. 

6.  Getting  an  Appraisal  —  The  above  com- 
ments have  all  related  to  farmers  who  wish 
to  establish  their  V-day  values  themselves 
rather  than  have  a  formal  appraisal  done  by 
a  professional  appraiser.  Appraisals  cost 
money,  but  are  important  in  cases  where  the 
farmer's  property  is  substantial  in  value.  Far- 
mers with  property  whose  value  is  in  excess 
of  $100,000,  for  example,  might  be  well 
advised  to  get  a  formal  appraisal.  This  is 
especially  true  in  areas  of  urban  influence. 
The  accredited  appraiser's  job  is  a  difficult 
one,  but  it  will  never  be  any  easier  than  it  is 
now. 


7.  Estate  Settlement  —  The  handling  of  a  per- 
son's estate  will  be  considerably  easier  if  the 
deceased  person  has  V-day  values  on  hand 
for  all  his  property.  It  is  something  that 
should  be  taken  almost  as  seriously  as  mak- 
ing a  will. 


A  SPECIAL  NOTE  REGARDING  "ROLLOVERS  " 
OF  PROPERTY  TO  A  SPOUSE  OR  FARM  PROP- 
ERTY TO  CHILDREN 

The  rules  regarding  these  "rollovers"  are  dis- 
cussed in  Chapter  IX.  The  general  concept  of  the 
rollover  provisions  is  that  the  recognition  of  a 
capital  gain  or  a  "recapture"  of  capital  cost 
allowances  is  deferred.  Tax  will  not  be  payable 
until  the  death  of  a  surviving  spouse  or  until  the 
farm  property  ceases  to  be  passed  from  one 
generation  to  the  next  (i.e.  sold).  It  is  possible  that 
a  family  farm  could  be  handed  down  for  a  hundred 
years  before  the  time  finally  comes  for  the  tax  to 
be  paid.  Who  will  be  around  in  the  year  2080  to 
say  what  the  property  was  worth  December  31, 
1971?  Do  yourself  and  your  family  a  favour  by 
taking  steps  NOW  to  establish  V-day  values  for 
your  property. 


C.  HOW  TO  GO  ABOUT  DETERMINING 
VALUATION  DAY  VALUES 

A  farmer  can  either  obtain  the  services  of  a 
professional  appraiser  to  establish  this  value  or  he 
can  do  it  himself.  The  cost  of  getting  an  appraisal 
could  amount  to  several  hundred  dollars  and  it  is 
important  to  note  that  such  an  expenditure  is  not 
deductible  as  a  business  expense.  Nor  can  it  be 
used  to  reduce  the  amount  of  capital  gain  which 
will  ultimately  arise  when  the  property  is  disposed 
of.  Nevertheless,  a  professional  appraisal  can  be 
most  worthwhile  as  it  may  well  be  the  strongest 
ammunition  a  taxpayer  can  have  in  defending  his 
V-day  value  should  it  be  disputed  by  Revenue 
Canada. 

If  you  decide  to  carry  out  your  own  valuation 
you  may  have  a  major  task  on  your  hands. 
However,  with  your  knowledge  of  the  farm  assets 
and  of  the  situation  at  valuation  day  there  is  no 
reason  why  you  cannot  do  it.  Setting  up  a  good  file 
on  "V-day"  documentation  to  support  the  values 
for  various  farm  assets  is  a  major  topic  for  discus- 
sion in  itself.  It  is  strongly  recommended  that  you 
obtain  copies  of  some  very  helpful  instruction 
guides  which  have  information  dealing  with  farm 
valuation.  Two  such  guides  are: 

a)   VALUATION  OF  FARM  ASSETS,  FOR 
CAPITAL  GAINS  TAX,  by  the  Agricultural 
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Economics  Research  Council  of  Canada, 
100  Bronson  Avenue,  OTTAWA,  Ontario. 

b)  FARM  VALUATION  GUIDE,  FOR 
CAPITAL  GAINS  PURPOSES,  by  Elmer  C. 
Allen,  available  from  "UNIFARM"  of  Alberta 
for  $1.00,  9934-  106  Street,  Edmonton, 
Alberta. 

These  publications  are  extremely  useful  not  only 
for  a  do-it-yourself  appraisal  but,  also  in  assem- 
bling information  for  a  professional  valuation. 


A  FINAL  NOTE  ON  VALUATION  OF  FARM 
PROPERTY 

A  natural  question  for  a  person  to  ask  is,  "How 
are  the  tax  authorities  going  to  know  what  my 
farm  is  worth  at  V-day?".  The  answer  is  two-fold. 
Revenue  Canada  maintains  a  staff  of  people  who 
are  expert  in  the  field  of  appraisals  and  business 
valuation.  Revenue  Canada  is  compiling  detailed 
information  on  real  estate  transactions  all  across 
Canada  which  took  place  close  to  V-day.  This 
information  will  be  available  to  assist  a  tax 
assessor  in  determining  whether  or  not  the  V-day 
value  which  a  farmer  reports  is  reasonable.  Here  is 
what  the  federal  government  has  to  say  about  its 
"Real  Estate  Data  Bank": 

Because  of  the  likely  difficulty  of  obtaining 
information  necessary  to  establish  the  Valua- 
tion Day  value  of  property,  and  particularly  of 
real  estate,  at  the  time  the  information  is 
required  for  income  tax  purposes,  the  Depart- 
ment is  also  taking  steps  to  gather  informa- 
tion on  real  estate  values  at  Valuation  Day. 
Specifically,  the  Department,  with  the  assis- 
tance and  co-operation  of  Provincial  Govern- 
ments, is  assembling  records  of  real  estate 
transactions  taking  place  in  1971  and  1972. 
From  provincial  and  municipal  records,  the 
properties  sold  during  this  period  are  being 
listed,  and  pertinent  information  such  as  legal 
description,  assessed  value,  lot  size  and  other 
physical  data  is  also  being  noted.  Where 
additional  data  is  needed,  some  of  the  prop- 
erties sold  are  being  visited  with  the  permis- 
sion of  the  present  owners.  It  is  planned  to 
computerize  this  information,  once  it  has 
been  assembled,  so  that  it  will  be  readily 
accessible  to  all  who  need  it.  The  information 
assembled  will  be  known  as  the  Real  Estate 
Data  Bank. 

It  should  be  emphasized  that  the  Real 
Estate  Data  Bank  will  not  contain  actual 
appraisals  of  properties  sold  in  1971  or 
1 972,  and  will  not  contain  information  on  any 
properties  other  than  those  sold  in  those 


years.  The  Data  Bank  will  only  contain  infor- 
mation which  may  be  helpful  in  establishing 
the  Valuation  Day  values  of  properties  at 
some  future  date. 

It  should  be  emphasized  that  the  avail- 
ability of  the  Data  Bank  information  is  no 
substitute  for  the  information  which  a  tax- 
payer can  gather  on  his  own  property.  The 
Bank  data  will  only  provide  rough  guide-posts 
to  values,  and  both  the  taxpayer  and  the 
Department  will  be  dependent  in  large 
measure  on  the  information  which  the  tax- 
payer himself  is  able  to  obtain. 

The  message  in  all  this  is  clear.  If  you  do  not  do 
your  own  V-day  valuation  and  support  it  with 
proper  documentation  you  may  be  forced  to 
accept  the  value  which  Revenue  Canada  comes  up 
with.  And  their  value  may  be  neither  as  accurate 
nor  as  advantageous  as  the  one  which  a  farmer 
can  determine  himself.  Remember,  if  the  value  is 
ever  questioned,  the  onus  is  on  you  to  substanti- 
ate it.  The  more  proof  you  have  the  easier  this  will 
be. 


D.  CALCULATION  OF  CAPITAL  GAINS 

As  mentioned  previously,  the  general  rule  is  that 
half  the  amount  of  a  person's  total  taxable  capital 
gains,  less  any  allowable  capital  losses,  is  included 
in  income  for  tax  purposes.  The  basic  system  of 
determining  a  capital  gain  on  the  disposition  of 
property  held  on  December  31,  1971  is  a  follows: 

Proceeds  of  Disposition  $20,000 
Less:    Adjusted  Cost  Base  $1 2,000 

Plus:    Outlays  and  Expenses  400 

$12,400     1 2,400 
Capital  Gain  $7,600 

TAXABLE  CAPITAL  GAIN 

(y2X  $7,600)  $3,800 

Assuming  there  are  no  capital  losses,  then  the  tax- 
able gain  of  $3,800  would  be  added  to  income 
and  taxed  at  normal  rates. 

In  determining  the  "adjusted  cost  base"  of 
property  held  on  December  31,  1971,  you  have 
two  options.  The  first  is  called  the  median  rule, 
and  requires  that  you  know  the  original  cost  or 
purchase  price  of  the  property,  the  valuation  day 
value  of  the  property,  and  the  proceeds  of  disposi- 
tion. The  middle  of  these  three  values  will  be  used 
as  the  adjusted  cost  base  of  the  property  for  com- 
puting any  capital  gain  or  loss.  The  second  option 
is  the  Valuation  Day  rule.  Under  this  option  you 
use  the  V-day  value  (December  31,  1971)  as  the 
adjusted  cost  base  for  determining  capital  gains 
and  losses.  The  valuation  day  option  is  not  avail- 
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able  to  corporations;  they  must  use  the  median 
rule  for  capital  property  owned  on  December  31, 
1971. 

Once  an  individual  has  elected  to  use  the 
Valuation  Day  value  he  must  continue  to  use  it 
for  all  his  dispositions.  Similarly,  if  he  elects  to 


use  the  median  rule,  he  must  continue  to  use  it 
on  dispositions  of  capital  property  owned  on 
December  31,  1971.  He  may  not  switch  from 
one  method  to  another. 

The  following  table  will  assist  you  in  under- 
standing these  two  options: 


A 

B 

C 

D 

E 

Original  Cost 
Valuation  Day  Value 
Proceeds  of  Disposition 

$10,000 
$13,000 
20,000 

$15,000 
11,000 
1 3,000 

$12,000 
10,000 
14,000 

$13,000 
1  2,000 
10,000 

$10,000 
1  2,000 
9,000 

ADJUSTED  COST  BASE 

(i)  Median  Rule 

(ii)  Valuation  Day  Rule 

1 3,000 
1 3,000 

13,000 
1 1,000 

1 2,000 
10,000 

12,000 
12,000 

10,000 
1  2,000 

CAPITAL  GAIN  (LOSS) 

(i)  Median  Rule 

(ii)  Valuation  Day  Rule 

7,000 
7,000 

nil 

2,000 

2,000 
4.000 

(2,000) 
(2,000) 

(1,000) 
(3,000) 

In  situation  A  the  middle  value  is  valuation  day 
value.  For  both  methods  the  capital  gain  will  be  the 
difference  between  the  proceeds  of  disposition 
and  the  V-day  value.  In  situation  B  the  middle  value 
is  the  proceeds  of  disposition.  No  capital  gain  is 
realized  under  the  median  rule.  The  reason  for  this 
is  that  if  a  loss  is  realized  before  the  start  of  the 
system  (before  December  31,  1971)  and  it  is 
recovered  after  the  start  of  the  system,  it  is  tax 
free  up  to  the  original  cost.  Under  situation  C  the 
original  cost  is  the  middle  value.  Here  a  loss  occur- 
red before  V-day  but  a  recovery  greater  than  this 
loss  was  made.  A  capital  gain  of  2,000  is  realized. 
The  V-day  method  gain  is  the  difference  between 
proceeds  of  disposition  and  the  V-day  value. 

Situation  D  shows  a  "capital  loss"  of  $2,000 
where  the  median  rule  adjusted  cost  base  is 
$12,000.  This  is  also  the  V-day  value.  In  situation 
E  the  middle  value  is  the  original  cost.  The  loss 
here  is  the  difference  between  the  original  cost 
and  proceeds  of  disposition.  The  loss  using  the 
valuation  day  rule  is  the  difference  between  V-day 
value  and  proceeds  of  disposition. 

One-half  of  these  allowable  capital  losses, 
suffered  on  disposition  of  capital  property,  may  be 
deducted  against  taxable  capital  gains  or  $2,000 
of  other  income  in  the  current  year.  Remaining 
allowable  capital  losses  may  be  carried  back  one 
year  and  forward  indefinitely  to  apply  against  taxa- 
ble capital  gains,  and  up  to  $2,000  of  other 
income  of  other  years. 

Election  to  use  the  Fair  Market  Value  on  valua- 
tion day  as  the  adjusted  cost  base  of  property  held 
on  December  31,  1971  must  be  made  in  the  return 


for  the  year  in  which  the  taxpayer  first  disposes  of 
capital  property  other  than: 

a)  depreciable  property 

b)  interest  in  partnership 

c)  a  personal  use  property  that  is  not  listed 
personal  property  or  real  property 

d)  a  listed  personal  property  if  the  gain  or  loss 
is  nil  because  of  the  $1,000  rule,  and 

e)  a  principal  residence  if  the  gain  is  nil. 

The  implication  of  this  is  that  once  a  person  has 
selected  a  method  of  determining  the  adjusted 
cost  base  on  capital  property  owned  on  December 
31,  1971  they  must  continue  to  use  it  on  other 
assets  owned  on  V-day,  except  those  listed  above. 

A  person  may  reduce  the  capital  gain  by  the 
amount  of  an  expenditure  necessary  to  make  the 
property  saleable.  This  is  termed  outlays  and 
expenditures  and  includes  such  items  as  fix-up 
costs,  cleaning,  real  estate  commission,  and  legal 
fees. 

It  is  important  to  note  that  for  property  acquired 
after  December  31,  1971  the  adjusted  cost  base 
will  normally  be  the  purchase  price  of  the  property. 


E.  TAX  TREATMENT  OF  THE  FARM  FAMILY 
HOME 

From  the  foregoing  discussion  we  have  seen 
that,  as  a  general  rule  half  the  amount  of  a  per- 
son's total  capital  gains,  less  any  allowable  capital 
losses,  are  included  in  his  income  for  tax  purposes. 
Any  gain  that  an  individual  realizes  when  he  sells 
his  home,  however,  is  still  tax  free  in  most  cases. 
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The  rules  related  to  this  topic  can  become  quite 
complex.  Revenue  Canada  has  issued  an 
Interpretation  Bulletin  (IT-120R)  on  the  subject  of 
an  individual's  principal  residence  which  is 
required  reading  for  everyone  who  owns  a  home. 
To  provide  some  general  guidance  on  this  topic, 
the  following  discussion  will  attempt  to  answer  a 
few  basic  questions  of  interest  to  farmers. 

These  are: 

1.  What  is  a  "principal  residence"  for  income 
tax  purposes? 

2.  What  is  the  special  alternative  which  exists 
only  for  farmers? 

3.  Can  a  husband  and  wife  each  have  a  prop- 
erty that  is  a  principal  residence? 

4.  What  happens  if  you  are  a  farmer  claiming 
part  of  the  farm  home  expenses  as  deduc- 
tions from  your  farm  income  each  year? 

5.  What  happens  if  a  family  home  is  left  in 
trust  to  a  spouse? 

6.  What  about  a  farm  company? 

7.  Can  a  father  and  son  have  principal  resi- 
dence on  the  farm? 


1 .  What  is  a  Principal  Residence  for  Tax  Pur- 
poses? 

Four  different  requirements  must  be  met 
before  a  property  will  qualify  as  a  principal 
residence  on  which  the  capital  gain  will  be 
tax  free. 

a)  Housing  Unit 

The  property  must  be  a  'housing  unit'  (or  a 
leasehold  or  share  in  a  housing  co-op).  A 
housing  unit  could  be  a  house,  apartment, 
condominium,  cottage,  mobile  home,  trailer 
or  houseboat.  Also  included  is  the  land  on 
which  the  housing  unit  stands.  The  amount 
of  land  which  will  be  allowed  is  only  that 
land  which  "contributes  to  the  use  and 
enjoyment  of  the  housing  unit". 

How  much  does  this  mean  in  practical 
terms?  Up  to  one  acre  will  be  accepted 
without  any  questions  asked.  If  you  feel  that 
more  than  one  acre  contributes  to  the  "use 
and  enjoyment"  of  the  home  you  will  have 
to  prove  it  to  the  taxation  authorities. 
Several  factors  will  be  considered  in  allow- 
ing such  a  claim  and  these  are  set  forth  in 
paragraph  10  of  Revenue  Canada's 
Interpretation  Bulletin. 

b)  Ownership 

The  property  must  be  owned  by  the  tax- 
payer either  by  himself  or  jointly  with 
another  person.  The  most  common  form  of 
joint  ownership  is,  of  course,  joint-tenancy 
of  husband  and  wife. 


c)  Ordinarily  Inhabited 

The  property  must  be  "ordinarily  inhabited" 
by  the  taxpayer  during  (not  necessarily 
throughout)  each  year  that  it  is  claimed  as  a 
principal  residence.  It  is  interesting  to  note 
that  a  seasonal  residence  (such  as  a  summer 
cottage  or  ski  cabin)  which  is  used  primarily 
for  personal  use  may  qualify  as  "ordinarily 
inhabited".  Paragraph  6  of  the  Interpretation 
Bulletin  gives  Revenue  Canada's  position  on 
this  matter.  Note  that  the  May  25,  1976 
Budget  extends  the  "ordinarily  inhabited" 
test  to  situations  where  the  home  is 
occupied  solely  by  a  spouse  or  former 
spouse.  This  rule  will  give  some  tax  relief  in 
situations  involving  separation  or  divorce. 

d)  Designated  as  a  Principal  Residence 
Revenue  Canada  has  provided  a  form  for 
this  (T2091)  and  it  should  be  filed  with  your 
tax  return  for  the  year  that  you  dispose  of  a 
principal  residence.  However,  if  none  of  the 
gain  will  be  taxable  anyway  then  the  tax 
authorities  will  not  insist  that  this  form  be 
filed.  Remember  that  each  individual  can 
only  designate  one  property  as  a  principal 
residence  for  any  particular  calendar  year. 

Those  are  the  four  basic  tests  of  a  "principal  resi- 
dence". If  your  property  qualifies  you  must  then 
apply  a  special  formula  to  calculate  the  amount  of 
your  capital  gain  which  is  exempt  from  tax.  In  most 
cases  this  will  be  the  entire  gain. 

2.  What  is  the  special  alternative  which  exists 
only  for  farmers? 

The  Income  Tax  Act  allows  a  farmer  two 
different  ways  in  which  to  calculate  his 
exempt  gain  when  he  disposes  of  his  farm 
property. 

First  of  all  he  can  hypothetically  divide  the 
farm  into  two  portions.  One  part  will  be  the 
farm  house  plus  one  or  more  acres  which 
"contribute  to  its  use  and  enjoyment".  The 
other  part  will  be  the  rest  of  the  farm  prop- 
erty. A  reasonable  allocation  of  the  sale  pro- 
ceeds must  then  be  made  between  the  two 
parts.  The  same  allocation  must  be  made  for 
the  "adjusted  cost  base"  (in  most  cases  the 
December  31,  1971  value  of  the  farm  or 
original  cost  if  it  was  bought  after  that  date, 
plus  improvements).  Once  this  is  done  then 
the  capital  gain  on  the  principal  residence 
portion  and  the  capital  gain  on  the  rest  of 
the  farm  can  be  calculated.  The  principal 
residence  gain  will  be  exempt  from  tax.  The 
gain  on  the  rest  of  the  farmland  will  be 
treated  in  the  same  manner  as  any  other 
capital  gain  which  is  subject  to  tax. 
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And  now  the  second  method.  If  he  chooses 
this  way  the  farmer  will  not  have  to  segreg- 
ate the  principal  residence  portion  of  the 
property  in  his  calculations.  Instead  he  will 
take  the  entire  proceeds  of  disposition,  less 
selling  expenses,  and  subtract  his  "adjusted 
cost  base"  to  arrive  at  his  capital  gain.  He 
can  then  reduce  this  capital  gain  by  an 
amount  equal  to  $1,000  plus  $1,000  for 
every  year  that  the  house  has  been  his  prin- 
cipal residence  since  December  31,  1971. 
Part-years  count  as  full  years  for  this  pur- 
pose. If  the  farmer  owned  his  farm  from 
November,  1970  to  January,  1979,  for 
example,  his  exemption  would  be  $1,000 
plus  8  X  $1,000  =  $9,000.  To  take  advan- 
tage of  this  second  method  a  farmer  must 
file  a  special  letter  with  his  tax  return  which 
sets  out  certain  information  concerning  the 
property. 

It  will  depend  on  the  facts  in  each  case 
which  method  will  be  the  best  one  to  use. 
But  farmers  should  at  least  be  aware  that 
both  methods  exist  and  they  are  entitled  to 
use  the  one  which  gives  them  the  bigger 
exemption.  During  a  period  of  falling  real 
estate  values,  the  second  method  could  pro- 
duce a  very  special  tax  benefit  which  would 
be  available  only  to  farmers. 

3.  Can  a  Husband  and  Wife  Each  have  a  Prop- 
erty Which  is  a  "Principal  Residence"? 

This  is  possible,  but  only  where  each  of  the 
spouses  owns  a  property  outright.  If  one  or 
both  of  the  properties  is  in  joint  ownership 
then  full  exemption  cannot  be  obtained  for 
any  gains  which  may  arise  on  the  properties. 
But  if  a  farmer  owns  the  farm  property  in  his 
own  name,  and  his  wife  owns  the  family's 
lakeside  cottage  in  her  name,  it  is  possible 
for  each  to  designate  their  properties  as 
principal  residences  for  each  year.  Revenue 
Canada  has  commented  on  this  type  of 
situation  in  paragraph  4  of  Interpretation 
Bulletin  —  1 20R.  It  may  be  possible  to  rear- 
range the  ownership  of  existing  properties 
(where  a  family  owns  more  than  one  home) 
to  ensure  that  each  spouse  has  a  principal 
residence  on  which  any  capital  gain  arising 
can  be  tax  free.  If  this  is  contemplated,  the 
steps  to  achieve  this  goal  should  be  careful- 
ly investigated  before  any  sale  or  transfer  of 
property  is  made. 

4.  What  If  You  Claim  Farm  Home  Expenses 
Each  Year? 

Where  a  home  which  is  located  on  a  farm  is 
used  to  earn  farm  income,  the  income  tax 
authorities  allow  a  farmer  to  claim  as  a  busi- 


ness expense  a  certain  portion  of  costs 
incurred  in  connection  with  the  home.  As  a 
matter  of  administrative  practice  up  to  one- 
quarter  of  repairs  to  the  home  and  a  "rea- 
sonable portion"  of  the  cost  of  light,  power, 
heat,  taxes,  telephone  and  fire  insurance  will 
be  allowed  as  business  expenses  to  be 
deducted  against  farm  income.  If  a  home  is 
located  off  the  farm  then  no  deduction  for 
expenses  will  generally  be  allowed  unless  a 
specific  part  of  the  home  was  used 
exclusively  in  the  course  of  the  farming 
business.  An  example  of  this  might  be  a 
room  used  exclusively  as  an  office  for  main- 
tenance of  the  farm  records,  payroll  pre- 
paration and  other  activities  of  this  nature.  If 
a  house  on  the  farm  is  used  solely  for  the 
purpose  of  providing  lodging  to  hired  help 
the  full  amount  of  expenses  incurred  in  con- 
nection with  the  house  will  be  deductible  if 
they  are  paid  by  the  farmer. 

Besides  the  out-of-pocket  expenses  men- 
tioned above,  capital  cost  allowance  may 
also  be  claimed  on  the  farm  home.  The 
same  guidelines  as  to  the  amount  which 
could  be  claimed  would  also  apply  to  capital 
cost  allowance.  The  capital  cost  allowance 
schedule  (Form  T2041)  which  a  farmer  fills 
out  each  year  when  he  files  his  tax  return 
shows  how  this  claim  is  made  for  the 
"straight-line"  method.  For  the  "declining 
balance"  method  the  claim  would  be  made 
in  a  similar  way.  The  portion  of  the  cost  of 
the  home  (excluding  the  land  of  course) 
which  represents  the  part  of  the  home  used 
for  farm  business  purposes  would  have  to 
be  calculated.  Capital  cost  allowance  would 
then  be  taken  on  this  amount  in  the  same 
manner  as  on  any  other  farm  building. 

It  is  important  to  bear  in  mind  that,  when 
you  dispose  of  your  farm  home,  the  fact 
that  you  have  taken  a  deduction  for  capital 
cost  allowance  over  the  years  may  result  in 
some  additional  income  tax.  The  reason  for 
this  is  that  if  the  proceeds  of  sale  which 
relate  to  the  business-use  portion  of  the 
farm  home  exceed  the  undepreciated 
balance  of  the  home  for  tax  purposes,  then 
a  "recapture"  may  arise.  But  this  will  only 
happen  if  you  are  writing-off  the  home  on 
the  "declining  balance"  method.  Since  no 
recapture  ever  occurs  under  the  "straight- 
line"  method,  farmers  who  owned  their 
homes  at  December  31,  1971  and  were 
using  the  "straight-line"  method  may  con- 
tinue to  use  this  method  under  the  new  tax 
law  and,  if  capital  cost  allowance  is  to  be 
claimed  at  all,  they  would  be  wise  to  con- 
tinue doing  so  on  the  straight-line  method. 
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As  we  mentioned  in  Chapter  IV,  for  homes 
(and  any  other  depreciable  assets) 
purchased  after  December  31,  1971  only 
the  declining  balance  method  is  available. 
As  a  result  a  potential  "recapture  of  capital 
cost  allowance",  and  income  taxes  thereon, 
may  arise  in  the  future  as  a  result  of  write- 
offs taken  in  prior  years. 

What  bearing  does  all  this  have  on  our 
"principal  residence"  rules?  For  one  thing, 
whether  or  not  capital  cost  allowance  is 
taken  may  determine  whether  or  not  a 
"deemed  disposition"  of  the  farm  home  as 
principal  residence  has  occurred.  This  may 
result  in  recaptured  CCA  and  taxable  capital 
gains.  Generally  speaking  only  that  part  of 
the  proceeds  which  can  be  specifically 
attributed  to  the  principal  residence  will  be 
tax  free.  As  well,  it  is  important  to  keep  in 
mind  that  a  decision  to  claim  capital  cost 
allowance  on  the  "declining  balance" 
method  on  the  farm  home  should  be  made 
carefully. 


What  Happens  to  the  Principal  Residence 
Exemption  if  a  Farm  Home  Is  Left  in  Trust  to 
a  Spouse  When  a  Farmer  Dies? 

We  mention  this  point  because  it  is  common 
for  a  family  home  to  be  left  in  trust  to  a 
spouse  for  the  balance  of  her  lifetime  and 
then  to  the  children  when  the  spouse  dies. 
No  capital  gain  arises  at  the  time  the  prop- 
erty "rolls  over"  to  a  trust  created  for  the 
spouse,  providing  the  trust  meets  certain 
conditions  set  out  in  the  Income  Tax  Act. 
Even  if  a  gain  did  arise  at  this  time  it  would 
normally  be  fully  exempt  from  tax  anyway 
as  a  gain  from  the  disposal  of  a  principal 
residence. 

What  we  are  concerned  with  here  is  a  situa- 
tion where  a  home  is  owned  by  a  trust,  is 
occupied  by  the  farmer's  widow  for  a  period 
of  years,  and  increases  in  value  until  the  time 
it  is  either  sold  or  the  widow  dies.  One  of  our 
"principal  residence"  tests  (ownership)  is 
missing  since  the  trust,  not  the  widow, 
owns  the  property.  In  this  case  the  Income 
Tax  Act  provides  a  special  rule  which 
allows  the  trust  to  designate  the  property  as 
a  "principal  residence".  The  entire  capital 
gain  arising  since  December  31,  1971  may 
be  exempted  from  tax  providing  the  proper 
designation  is  made. 

Assume  a  farmer  owned  his  home  from 
1972  to  his  death  in  1980,  during  which 


time  it  increased  in  value  $27,000.  The 
home  went  into  a  "spouse  trust"  for  his 
widow  who  lived  in  the  home  until  her  death 
in  1 987,  during  which  an  additional  increase 
in  value  of  $30,000  occurred.  The  income 
tax  rules  are  designed  in  such  a  way  that 
both  of  these  increases  in  value  will  be  tax 
exempt.  It  is  important,  however,  that  the 
appropriate  designation  of  the  property 
as  a  principal  residence  be  made  by  the 
trust  when  the  disposition  occurs  (either 
by  sale  or  on  the  death  of  the  widow).  If  this 
designation  is  not  made  then  exemption  of 
the  gain  under  the  "principal  residence" 
rules  could  be  denied. 


6.  What  About  a  Farm  Company  or  a  Farm 
Partnership? 

Farm  corporations  and  partnerships  are  not 
allowed  to  own  a  principal  residence.  If  your 
farm  is  incorporated  or  is  owned  by  a 
partnership  you  could  separate  your  house 
and  a  parcel  of  adjacent  land  from  the  cor- 
poration or  partnership  and  thereby  have  it 
qualify  as  a  principal  residence.  However, 
this  would  involve  subdivision,  property 
taxes  would  consequently  become  payable 
by  you,  and  you  would  lose  the  deduction 
on  your  house  as  a  business  asset.  Depend- 
ing on  the  rules  in  your  area,  a  subdivision  of 
the  principal  residence  from  the  corporation 
or  partnership  where  the  partnership  owns 
the  land,  could  alter  the  classification  of  the 
farm  home  from  farm  land  to  an  acreage  for 
tax  assessment.  In  each  farm  situation  you 
should  determine  if  any  benefit  will  be 
gained  by  this  creation  of  a  principal  resi- 
dence. 


7.  Can  a  Father  and  Son  Have  a  Principal  Resi- 
dence on  the  Farm? 

There  are  many  situations  today  where 
fathers  and  sons  are  jointly  farming  the 
same  farm  and  each  has  a  residence.  In 
determining  whether  or  not  two  principal 
residences  can  be  designated,  it  is  the  con- 
cept of  "ownership"  which  is  important. 
Each  may  designate  a  principal  residence  if 
they  both  own  the  farm  property  as  tenants 
in  common.  Only  one  principal  residence 
may  be  designated  if  either  the  father  or  the 
son  owns  the  farm.  It  should  be  remem- 
bered that  the  more  years  you  can  designate 
your  home  as  a  principal  residence  after 
1971,  the  greater  will  be  the  deduction  from 
total  capital  gains  on  the  farm  when  you  sell. 
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CHAPTER  VIII 
INCOME  AVERAGING 


WHAT  IS  IT  AND  WHAT  PURPOSE  DOES  IT 
SERVE? 

"Income  averaging"  is  a  term  applied  to  any 
system  which  evens  out  income  over  a  period  of 
years.  It  is  beneficial  to  taxpayers  because 
individual  tax  rates  are  based  on  a  progressive 
scale.  The  more  income  you  have  in  any  one  year 
the  greater  the  percentage  that  goes  to  the  tax 
collector.  A  resident  of  Alberta  who  had  a  taxable 
income  of  $8,000  in  1977,  for  example,  paid  tax 
at  a  rate  of  29.0%  on  his  last  dollar  of  income  (his 
"marginal  rate"  of  tax).  If  his  income  jumped  to 
$20,000  in  1978  then  his  marginal  rate  of  tax 
goes  up  to  37.0%.  The  federal  government  has 
recognized  that  farmers  in  particular  could  be 
penalized  by  this  system  purely  because  of  the 
cyclical  nature  of  the  agriculture  industry,  where 
incomes  can  often  fluctuate  quite  a  bit  from  one 
year  to  the  next.  As  a  result,  for  many  years  far- 
mers (and  fishermen)  have  been  able  to  average 
their  income  under  special  rules  designed  to  give 
tax  relief.  A  table  of  tax  rates  for  various  levels  of 
taxable  income  is  contained  in  Appendix  A. 

WHAT  INCOME  AVERAGING  TOOLS  ARE 
AVAILABLE? 

There  are  numerous  strategies  you  may  employ 
in  controlling  wide  fluctuations  in  your  income 
from  year  to  year.  The  ones  which  we  will  cover  in 
this  chapter  are: 

1 .  Five-year  block  averaging 

2.  General  averaging 

3.  Income-averaging  annuity  contracts  (for- 
ward averaging) 

4.  Livestock  inventory  provision,  and 

5.  Registered  retirement  savings  plans 


1.  FIVE-YEAR  BLOCK  AVERAGING 

This  method  of  averaging  had  been  available  to 
farmers  for  a  number  of  years  under  the  old 
income  tax  system.  It  has  continued  unchanged 
into  the  present  tax  structure  except  that  it  is  no 
longer  available  to  a  corporation  as  was  the  case 
prior  to  1972.  It  can  be  used  by  all  individuals 
whose  chief  source  of  income  was  farming 
throughout  the  five  year  period.  The  "Farmer's  and 
Fisherman's  Income  Tax  Guide"  gives  an  excellent 
summary  and  illustration  of  five-year  block 
averaging.  Keep  in  mind  that  the  chief  source  of  a 
person's  income  is  a  question  of  fact,  and  will  be 
determined  separately  for  each  year  in  the  averag- 
ing period. 


In  considering  use  of  the  five-year  block  averag- 
ing provision,  you  need  only  to  elect  to  average 
when  you  file  your  income  tax  return  for  that  year. 
However,  you  must  have  filed  your  returns  on 
time  for  the  previous  four  years  and  your  chief 
source  of  income  must  have  been  from  farming  for 
each  of  the  five  years  included  in  the  averaging 
period.  Form  T201 1  (which  is  included  in  the 
"Farmer's  and  Fisherman's  Income  Tax  Guide") 
must  be  completed  and  filed  with  your  return.  Note 
that  a  tax  return  for  any  "nil  income"  year  can  still 
be  technically  filed  on  time  if  it  is  sent  in  for  the 
year  the  block  averaging  calculation  is  used.  As 
well,  in  making  the  calculation  for  five-year  block 
averaging,  losses  incurred  in  the  averaging  period 
may  be  deducted  in  computing  the  five  year  gross 
income  to  be  averaged.  However,  losses  incurred 
in  the  year  following  the  averaging  period  may  not 
be  deducted.  Losses  incurred  prior  to  the  averag- 
ing period  which  were  not  deducted  in  computing 
taxable  income  for  years  in  the  averaging  period, 
are  not  deductible  in  computing  average  net 
income. 


2.  GENERAL  AVERAGING 

This  is  a  new  concept  which  was  introduced  by 
tax  reform  and  applies  only  to  the  years  subse- 
quent to  1971.  It  is  available  to  all  individual  tax 
payers  regardless  of  the  sources  or  types  of 
income  which  they  have.  Here  are  a  few  important 
facts  about  "general  averaging"  of  which  you 
should  be  aware.  First,  it  only  benefits  you  if  your 
income  goes  up.  It  won't  help  you  at  all  if  your 
income  goes  down.  In  this  regard,  general  averag- 
ing is  not  nearly  as  good  as  the  five-year  block 
averaging  which  takes  into  account  both  increases 
and  decreases  in  income.  Secondly,  the  tax  under 
the  general-averaging  provisions  does  not  actually 
have  to  be  worked  out  by  the  taxpayer  (although 
he  can  do  it  if  he  wants  to)  but  will  be  done 
automatically  by  Revenue  Canada's  computer.  The 
effect  of  the  calculations  will  be  reflected  in  the 
amount  of  tax  refund  or  tax  liability  which  is 
shown  on  the  assessment  notice  every  taxpayer 
receives  after  filing  his  tax  return.  Thirdly,  a  person 
cannot  apply  both  general-averaging  provisions 
and  the  five-year  block  averaging  to  the  same 
year.  It  is  either  one  system  or  the  other.  General 
averaging  will  apply  automatically  each  year, 
unless  the  farmer  specifically  elects  to  use  the 
block  averaging  method  for  a  "five-year  block" 
which  includes  that  particular  year.  In  many  cases 
it  will  be  advantageous  for  him  to  do  so. 
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To  take  advantage  of  the  general  averaging  tool, 
nothing  need  be  done.  As  mentioned  before. 
Revenue  Canada's  computer  calculates  the  tax 
automatically.  If  you  wish  to  make  the  calculation 
yourself,  you  may  do  so  by  completing  Form 
T2077  and  filing  it  with  your  tax  return.  However, 
if  Revenue  Canada  does  not  have  returns  on  file 
for  the  four  preceeding  years  included  in  this 
calculation,  it  may  be  necessary  to  provide  them 
with  this  information  before  they  will  permit 
general  averaging. 


3.  INCOME-AVERAGING  ANNUITY  CON- 
TRACTS (Forward  Averaging) 

The  concept  of  forward  averaging  of  income 
was  brought  about  by  the  tax  reform  of  1 971 .  It  is 
designed  to  provide  relief  for  certain  kinds  of 
income  or  lump  sum  receipts,  such  as  taxable 
capital  gains,  which  would  otherwise  be  fully  taxa- 
ble in  the  year  they  were  received.  By  purchasing 
this  special  kind  of  annuity  you  can  spread  the  tax 
over  a  number  of  years.  The  effect  is  that  you  get  a 
deferral  of  tax  (and  earn  interest  on  the  money  you 
would  otherwise  have  paid  to  the  tax  man),  and 
you  may  also  pay  tax  at  a  lower  rate  when  you 
finally  do  pay  it.  Both  of  these  reasons  make  the 
income-averaging  annuity  worth  investigating. 

There  are  several  different  types  of  income 
eligible  for  averaging  by  this  means,  however  the 
following  list  includes  the  ones  which  would 
ordinarily  be  of  interest  to  farmers: 

a)  The  amount  of  taxable  capital  gains  less  any 
allowable  capital  losses  for  the  year. 

b)  Recaptured  capital  cost  allowance  (for 
"declining  balance"  depreciable  assets). 
This  is  the  difference  between  the  lower  of 
sale  proceeds  or  original  cost  of  a  deprecia- 
ble asset  and  its  undepreciated  value  for  tax 
purposes.  A  recapture  is  first  applied  against 
other  assets  of  a  particular  class  and  once 
that  balance  is  eliminated  the  difference 
must  be  included  in  income. 

c)  Proceeds  from  the  sale  of  inventory  (other 
than  basic  herds)  where  a  farmer  is  closing 
business  or  part  of  a  business  provided  he 
has  been  using  the  "cash"  basis  of  report- 
ing his  income. 

d)  Proceeds  of  accounts  receivable  where  a 
"cash"  basis  farmer  is  going  out  of  busi- 
ness. 

e)  The  taxable  portion  of  proceeds  from  the 
sale  of  goodwill  and  government  rights  and 
licences. 

f)  various  types  of  lump  sum  payments  out  of 
registered  pension  plans,  deferred  profit 
sharing  plans,  registered  retirement  savings 
plans,  and  registered  home  ownership  sav- 
ings plans.  If  you  have  any  receipts  of  this 


nature,  you  should  consult  your  tax  advisor 
to  see  whether  or  not  they  qualify  for 
averaging. 

If  you  are  going  to  take  advantage  of  this  for- 
ward averaging  tool,  you  must  have  purchased  the 
income-averaging  annuity  in  the  taxation  year  the 
special  income  receipt  arose  or  within  60  days  of 
the  end  of  that  year.  The  deadline  date  falls  on 
March  1,  (February  29  for  a  leap  year).  If  you  do 
not  buy  an  annuity  before  the  deadline,  then  you 
may  well  have  lost  an  important  tax  planning 
opportunity.  As  well,  a  receipt  must  be  filed  with 
your  tax  return  proving  the  purchase  of  the 
annuity.  The  annuities  are  sold  by  life  insurance 
companies  and  also  by  certain  trust  companies. 
While  the  terms  of  the  annuity  must  comply  with 
the  Income  Tax  Act  there  is  some  scope  within 
these  rules  for  flexibility  so  that  each  individual's 
circumstances  can  be  taken  into  account. 

Other  points  to  remember  about  income  averag- 
ing annuity  contracts: 

*  an  income  averaging  annuity  contract  defers 
most  of  the  tax  on  income  from  specified 
sources, 

*  the  amount  is  returned  to  you  over  the  life  of 
the  contract 

*  the  annuity  payments  (principal  as  well  as 
interest)  are  taxed  at  your  marginal  rate  for 
each  year  you  receive  the  payments 

*  the  maximum  you  may  deduct  (or  defer)  is  the 
total  of  qualified  income  less  an  amount  equal 
to  one  annual  payment  under  the  annuity  con- 
tract, 

*  you  can  borrow  to  buy  an  income  averaging 
annuity  contract  and  claim  the  interest  cost  as 
a  deduction 

*  payments  from  the  contract  may  be  assigned 
as  collateral  for  a  loan 

*  an  estate,  trust,  partnership  or  corporation 
does  not  qualify 

*  maximum  guaranteed  term  is  the  lesser  of  1 5 
years  or  85  years  minus  the  age  of  the  annui- 
tant at  the  time  payments  begin.  Where  a  life 
annuity  has  been  acquired,  it  may  actually  pay 
out  beyond  the  fifteen  years  even  though  the 
guaranteed  period  remains  as  above. 


4.  LIVESTOCK  INVENTORY  PROVISION 

The  livestock  inventory  provision  (sometimes 
referred  to  as  "partial  accrual")  has  been  available 
to  farmers  since  1 972.  The  provision  in  most 
cases  more  than  makes  up  for  the  loss  of  the  Basic 
Herd  option  (Chapter  VI)  in  that  it  is  much  more 
flexible  as  a  method  of  averaging  out  peaks  and 
hollows  in  income  from  year  to  year.  As  well,  the 
term  livestock  under  the  provision  applies  to  all 
species  of  livestock  on  the  farm  kept  for  business 
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purposes,  whether  for  breeding  or  feeding  pur- 
poses, (e.g.  cattle,  hogs,  sheep,  goats,  horses, 
poultry,  bees,  fur  bearing  animals,  etc). 

This  provision  is  another  important  aspect  of 
the  cash  method  (Chapter  III)  of  income  reporting, 
in  that  it  is  only  available  to  farmers  who  have 
inventories  of  livestock  and  file  on  the  cash  basis. 
Because  of  the  advantage  of  this  provision,  and  an 
apparent  lack  of  understanding  by  many,  we  feel 
that  it  is  well  worth  going  into  some  detail  to  show 
how  it  works.  Essentially,  this  provision  allows  a 
farmer  to  include  in  his  farming  income  for  the 
year  any  amount  up  to  the  fair  market  value  of  his 
livestock  (other  than  "basic  herd"  animals)  owned 
at  the  end  of  the  year. 

The  example  in  Figure  8.1  shows  how  the 
calculation  for  the  provision  works.  In  the  first  year 
the  farmer  is  building  up  his  herd.  If  he  had  not 


bought  any  livestock  during  this  year,  he  would 
have  a  net  taxable  income  of  $4,100.  (not  includ- 
ing the  $12,000.  loss  carryover).  However,  be- 
cause of  these  purchases  and  the  loss  carryover 
he  is  in  a  high  loss  position.  By  using  the  livestock 
inventory  provision,  the  farmer  can  take  any 
amount  (from  $  1  to  $5 1 ,000)  and  add  it  to  the  net 
income  he  is  reporting.  In  this  case  the  farmer  used 
a  value  of  $27,900  to  add  to  his  income,  so  he 
could  use  his  personal  exemptions  as  well  as  pre- 
vious losses.  This  left  him  with  an  adjusted  taxable 
income  of  $0.  The  $27,900  included  in  1974 
income  must  be  deducted  from  income  the  follow- 
ing year.  The  farmer  may  wish  to  increase  the 
value  of  livestock  brought  into  income  in  order  to 
pay  into  Canada  Pension  Plan  for  the  year.  The 
remainder  of  the  table  shows  the  farmer's  income 
position  in  future  years  and  how  he  uses  the 
livestock  inventory  provision  to  his  advantage. 


FIGURE  8.1  LIVESTOCK  INVENTORY  PROVISION 


FAIR  MARKET  VALUE  OF 
LIVESTOCK  OWNED  BY 
INDIVIDUAL 

(Excluding  Basic  Herd) 

$51,000 

$60,000 

$63,000 

$71,000 

$71,000 

$71,000 

INCOME  CALCULATION 

1974 

1975 

1976 

1977 

1978 

1979 

TOTAL  EARNED  FARM  INCOME 

$35,000 

$41,000 

$43,000 

$47,000 

$58,000 

$72,000 

DEDUCT: 

Cattle  Purchases 

$20,000 

$3,000 

nil 

$8,000 

$3,000 

nil 

Other  Operating  Costs 

$27,000 

$29,000 

$26,000 

$39,000 

$28,000 

$33,000 

Losses  Carried  Forward 
from  Previous  Five 
Years 

$12,000 

nil 

nil 

nil 

nil 

nil 

Value  of  Livestock 
Inventory  Added  to 
Income  in  Previous 
Year 

nil 

$27,900 

$23,200 

$11,000 

$16,200 

nil 

Personal  Exemptions  and 
Other  Allowable 
Deductions 

$  3,900 

$  4,300 

$  4,800 

$  5,200 

$  5,600 

$  6,100 

NET  TAXABLE  INCOME  (Loss) 

($27,900) 

($23,200) 

($11,000) 

($16,200) 

$  5,200 

$32,900 

LIVESTOCK  INVENTORY  VALUE 
Included  in  Income 
(i.e.  Amount 

Specified  up  to  Fair  Market 
Value  of  Herd  for  the  Year) 

$27,900 

$23,200 

$11,000 

$16,200 

nil 

nil 

ADJUSTED  TAXABLE  INCOME 

$  0 

$  0 

$  0 

$  0 

$  5,200 

$32,900 
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You  may  ask  yourself:  "Why  should  I  add  more 
to  my  income  and  pay  income  tax?"  Well,  con- 
sider the  following  reasons  for  using  the  livestock 
inventory  provision: 

a)  If  a  farmer  who  is  building  up  his  herd  over  a 
period  of  years  incurs  losses  for  more  than 
five  years,  he  will  lose  the  chance  to  deduct 
these  losses  against  future  income.  His 
1975  loss,  for  example,  must  be  deducted 
from  income  by  1 980  or  it  is  lost  forever.  By 
using  the  method  of  increasing  the  tax  value 
of  his  livestock  inventory  to  reduce  each 
current  year's  loss  to  zero,  a  farmer  can 
completely  avoid  this  restriction  on  his 
losses.  He  can  carry  on  indefinitely  by  keep- 
ing his  income  at  a  zero  level  by  including  a 
portion  of  of  his  inventory  value. 

b)  A  person  in  the  business  of  farming  who  has 
losses  which  he  is  carrying  forward  from 
previous  years  (5  year  limit)  should  seriously 
consider  using  his  inventory  value  to  "sop 
them  up".  By  doing  so  he  will  be  able  to  pro- 
tect himself  from  losing  them  and  put  him- 
self in  the  same  position  as  a  farmer  just 
starting  out. 

c)  Another  important  consideration  for  arrang- 
ing income  in  this  manner  concerns  the 
"personal  exemptions"  amounts.  Assume  a 
farmer  has  personal  exemptions  totalling 
$5,600  for  himself  and  his  family.  If  he  does 
not  use  this  amount  up  by  offsetting  it 
against  income  then  he  losses  it  altogether. 
Unused  personal  exemptions  can  never  be 
carried  forward  to  the  next  year.  The  farmer 
in  our  example  avoided  this  loss  simply  by 
adding  to  his  income  the  necessary  amounts 
from  his  livestock  inventory  value.  His  taxa- 
ble income  was  nil  for  the  taxation  year 
1974  through  1977,  leaving  him  with  no 
tax  to  pay.  As  well,  he  preserved  $18,200 
worth  of  deductions  for  the  1978  taxation 
year  when  he  had  cash  income. 

d)  Under  the  Canada  Pension  Plan  persons 
who  are  self-employed  (including  farmers) 
must  contribute  up  to  a  maximum  of 
$381 .60  (1 979)  for  the  year.  This  maximum 
contribution  level  is  based  on  $11,700 
worth  of  self-employed  earnings  in  the  year. 
If  you  earn  less  than  $1 1,700  in  1979  then 
your  contribution  would  be  less.  A  farmer 
who  reports  a  loss  does  not  have  to  make 
any  contributions.  The  benefits  a  person  (or 
his  dependents)  will  eventually  receive  from 
our  national  pension  scheme  are  based 
strictly  on  the  amount  of  contributions 
which  a  person  has  made.  No  contributions, 
no  benefits.  For  this  reason  it  may  be  very 


advantageous  for  a  farmer  to  ensure  that,  if 
possible,  he  reports  net  self-employment 
earnings  each  year  at  least  equal  to  the 
CP. P.  earnings  maximum.  This  will  ensure 
the  maximum  benefit  when  that  day  arrives 
when  a  person  ceases  to  pay  in  and  starts  to 
collect  instead.  This  earnings  maximum  has 
been  increasing  in  recent  years  so  that  in 
planning  the  amount  of  your  income  you 
should  always  check  to  see  what  the  CP. P. 
earnings  maximum  is  for  the  current  year. 
Your  income  tax  form  or  T1  guide  will  have 
this  information. 

e)  The  comments  made  for  Canada  Pension 
Plan  earnings  apply  in  situations  where  a 
farmer  may  wish  to  purchase  a  "registered 
retirement  savings  plan"  as  well. 

f)  A  company  cannot  block  average,  so  may 
use  the  Livestock  Inventory  Provision  to  its 
advantage  when  there  are  unused  losses 
which  must  be  claimed.  As  well,  a  company 
may  use  the  provision  to  smooth  out  income 
to  keep  under  the  $1 50,000  annual  limit,  so 
all  income  qualifies  for  the  small  business 
tax  rate. 

We  have  mentioned  six  reasons  why  a  farmer 
who  has  inventories  of  livestock  might  wish  to 
adjust  the  level  of  income  which  he  reports  by  tak- 
ing in  a  portion  of  the  value  of  his  year  end  inven- 
tory. There  are  probably  others.  If  tax  returns  for 
prior  years  have  been  filed  without  using  this  rule, 
it  may  be  worthwhile  to  approach  the  tax 
authorities  to  ask  for  a  revision  of  previous  years 
so  as  to  at  least  claim  personal  exemptions  and 
eliminate  losses.  Legally  they  don't  have  to  allow 
the  changes,  but  it's  always  worth  a  try. 

It  should  be  mentioned  that  the  amount  of 
capital  cost  allowance  which  a  farmer  takes  for  the 
year  is  also  flexible  (within  limits)  and  can  also  be 
used  to  adjust  income  to  a  desired  level.  This 
strategy  is  available  to  all  taxpayers,  not  only  to 
farmers,  whether  they  are  on  the  cash  basis  or 
accrual  basis  of  reporting  income. 

However,  the  farmer  who  is  on  the  cash  basis 
and  who  raises  livestock  has  the  most  flexible 
method  of  all.  Consider  the  situation  where  a 
farmer  has  a  zero  net  farm  income  before  CCA  and 
has  a  $100,000  balance  in  class  10.  He  could 
either;  1)  claim  no  CCA,  or  2)  claim  $30,000  of 
CCA,  creating  a  $30,000  loss  and  add  $30,000 
under  the  livestock  inventory  provision.  Either  way, 
his  net  income  is  zero  for  the  year.  If  he  is  expect- 
ing a  high  income  in  the  following  year,  he  would 
have  the  following  deductions  under  each  alterna- 
tive; 

1)  $30,000  of  CCA 
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2)  $21,000  of  CCA  (30%  of  the  $70,000 
UCC) 

and  $30,000  Livestock  Inventory  Expense 
$51,000 

By  using  the  flexibility  of  the  livestock  inventory 
provision  the  farmer  is  able  to  plan  to  minimize 
taxes.  Thus,  if  a  farmer  doesn't  make  use  of  pos- 
sible strategies  he  may  be  paying  more  taxes  at 
the  higher  rates  than  is  necessary  under  the  law. 


b)  For  employees  who  contribute  to  a 
registered  company  pension  plan.  The  total 
of  R.R.S.P.  contributions  and  company  pen- 
sion contributions  cannot  exceed  20%  of 
their  earned  income  to  a  maximum  of 
$3,500  per  year. 

c)  Employees  who  are  members  of  a  registered 
company  pension  plan,  but  do  not  con- 
tribute to  the  plan,  may  contribute  up  to 
20%  of  their  earned  income  to  a  maximum 
of  $3,500  per  year. 


5.  REGISTERED  RETIREMENT  SAVINGS 
PLANS 

Registered  Retirement  Savings  Plans 
(R.R.S.P.'S)  are  registered  savings  plans  whereby 
you  can  save  and  reduce  current  taxable  income  at 
the  same  time,  thus  building  up  savings  and  reduc- 
ing tax  payable.  These  plans  can  result  in  tax  sav- 
ings if  your  taxable  income  is  lower  when  you  cash 
in  a  plan  than  when  you  contributed.  The  following 
are  the  maximum  contribution  limits  for  the  1978 
taxation  year: 

a)  Self-employed  individuals  or  employees  not 
covered  by  a  registered  pension  plan  may 
contribute  20%  of  their  earned  income  up  to 
a  maximum  of  $5,500  per  year. 


You  may  contribute  any  amount  to  an  R.R.S.P., 
up  to  the  maximum  for  the  year.  To  the  extent  that 
you  do  not  utilize  this  maximum  available  deduc- 
tion, you  may  contribute  to  an  R.R.S.P.  for  your 
spouse.  When  these  funds  are  withdrawn,  the  pro- 
ceeds are  taxable  in  the  hands  of  your  spouse. 
However,  recent  changes,  effective  April  1,  1977, 
mean  that  if  contributions  are  withdrawn  within 
three  years  of  the  taxation  year  in  which  the 
spousal  contribution  was  made,  the  funds  taken 
out  will  be  taxed  in  the  contributor's  hands. 

In  the  long  term,  the  advantage  of  a  spousal 
plan  is  that  upon  retirement  (or  perhaps  sooner), 
you  would  effectively  split  your  income.  This  will 
effectively  lower  your  tax  rate  and  result  in  tax  sav- 
ings. The  following  table  illustrates  how  "splitting 
income"  saves  tax: 


ANNUAL  RETIREMENT  INCOME 

$10,000.00 

$15,000.00 

$20,000.00 

$30,000.00 

A  -  1978  Taxes 
1  recipient 

nil 

1,127.90 

2,562.90 

6,032.10 

B  -  1978  Taxes 
2  recipients 

nil 

91.20 

1,544.40 

4.308.00 

Tax  Savings  by  Splitting 

nil 

$  1,036.70 

$  1,018.50 

$  1,724.10 

After  Tax  Income  A 

$10,000.00 

$13,872.10 

$17,437.10 

$23,967.90 

After  Tax  Income  B 

$10,000.00 

$14,908.80 

$18,455.60 

$25,692.00 

Increase  by  splitting 

7.5% 

5.8% 

7.2% 

In  calculating  the  above  figures,  deductions  are 
based  on  the  1 978  taxation  year  with  Alberta  resi- 
dence, and  a  wife  having  no  income.  With  two 
recipients  each  uses  full  deductions. 

The  above  discussion  on  Registered  Retirement 
Savings  Plans  provides  some  basic  information. 
The  overall  benefits  of  using  these  plans  as  a  tax 
management  tool  and  investment  opportunity 


depend  on  your  individual  situation.  Additional 
information  on  R.R.S.P.'s  may  be  obtained  from  an 
Alberta  Agriculture  publication  (AGDEX  no.  838-1) 
entitled: 

"Registered  Retirement  Savings  Plans  and 
Registered  Home  Ownership  Savings  Plans".  It  is 
available  from  District  or  Regional  Agriculture 
Offices. 
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CHAPTER  IX 
PROPERTY  TRANSFERS 


The  transfer  of  property  can  occur  in  many 
ways.  It  is  a  subject  of  nnajor  importance  as  it  often 
concerns  the  transfer  of  the  family  farm  to  the 
children.  When  the  subject  of  transferring  the  farm 
to  children  comes  up,  we  often  hear  the  term 
"rollover".  This  chapter  discusses  rollovers,  and 
looks  at  the  tax  consequences  of  transferring  the 
farm  or  selling  the  farm  and  relocating  the  farm 
operation. 

A.  ROLLOVERS 

The  tax  reform  of  1972  brought  several 
changes  to  our  tax  laws.  One  of  the  major  ones 
was  the  introduction  of  capital  gains  (see  Chapter 
VII).  Along  with  this  came  the  so-called  "deemed 
disposition"  of  capital  and  depreciable  property. 
This  can  occur  when  certain  property  transfers 
take  place  within  a  person's  lifetime,  or  upon  their 
death.  An  exception  to  the  general  rule  is  called  a 
"rollover".  The  farm  "rollover"  is  available  only  to 
farmers  and  was  a  special  concession  to  the  farm- 
ing community  when  introduced  in  the  federal 
government's  1973  budget.  It  is  undoubtedly  the 
single  most  important  tax  planning  consideration 
for  owners  of  family  farms. 

Basically,  a  "rollover"  is  said  to  arise  when  eligi- 
ble property  is  transferred  between  two  parties, 
and  the  recognition  of  a  capital  gain  or  loss,  or 
recaptured  depreciation  is  deferred  for  income  tax 
purposes.  In  this  way,  an  attempt  is  made  to  leave 
the  parties  in  the  same  financial  position  they  were 
in  before  the  transfer.  It  is  important  to  remember 
that  the  rollover  is  a  tax  deferral,  and  when  the 
property  is  eventually  disposed  of  it  will  be  subject 
to  tax. 

A  rollover  can  occur  where: 

1 .  Any  capital  property  is  transferred  from  an 
individual  to  his  spouse. 

2.  Farm  land  and  depreciable  property,  used  in 
the  business  of  farming,  is  transferred  from 
an  individual  to  his  child. 

3.  Any  property  is  transferred  to  a  partnership. 

4.  Any  property,  other  than  land  inventory*  or 
real  property  owned  by  a  non-resident,  is 
transferred  to  a  corporation. 


5.  A  share  in  a  family  farm  corporation  or  an 
interest  in  a  family  farm  partnership  is 
transferred  to  a  child. 


1 .  Transfer  of  Property  to  a  Spouse;  the  "spouse 
rollover" 

Simply  stated  this  rule  provides  that  when  the 
property  is  transferred  to  a  spouse,  taxable  capital 
gains  and  recaptured  capital  cost  allowance  are 
deferred  until  a  later  date.  The  transfer  of  property 
to  a  spouse  is  deemed,  for  tax  purposes,  to  take 
place  at  the  adjusted  cost  base  of  the  property, 
with  the  exception  of  depreciable  property  on  the 
declining  balance  method,  which  is  transferred  at 
its  unclaimed  capital  cost  allowance  (book  value). 
For  depreciable  assets  on  the  straight-line  method, 
the  adjusted  cost  base  refers  to  the  valuation-day 
value  (see  Chapter  IV).  As  a  result  of  the  "deemed 
transfer  value"  the  tax  liability  may  be  put  off  until 
the  surviving  spouse's  death,  at  which  time  the 
taxable  capital  gains  and  recaptured  capital  cost 
allowance  must  be  reported  in  the  spouse's  final 
income  tax  return. 

The  deferral  of  tax  will  apply  whether  or  not 
property  is  left  by  outright  bequest  or  whether  it  is 
left  in  trust  to  a  spouse  for  the  rest  of  her  lifetime. 
If  a  trust  is  used,  certain  requirements  must  be  met 
and  these  should  be  carefully  considered  at  the 
time  a  person's  will  is  drafted  authorizing  the  trust 
(see  Chapter  XII).  Your  lawyer  or  accountant 
should  be  aware  of  these  requirements  and  can 
advise  you  accordingly. 

The  purpose  of  this  special  rule  is  to  recognize, 
in  a  limited  way,  the  sense  of  the  community  of 
property  which  normally  exists  between  husband 
and  wife.  Of  course  both  husband  and  wife  have 
equal  status  under  the  law  as  to  ownership  of 
property  in  their  own  right.  But  the  family  unit  is 
respected  and  the  tax  man  does  not  come  in  to 
take  his  share  of  the  family's  accumulated  wealth 
until  the  property  passes  on  to  the  next  generation, 
which  occurs  when  the  surviving  spouse  dies.  In 
the  case  of  the  family  farm,  however,  it  is  possible 
not  only  to  "roll  it  over"  to  a  spouse  but  also  to  roll 
it  over  to  children. 


*  Land  inventory  refers  to  land  which,  when  sold,  gives  rise  to  ordinary  business  inconne  rather  than  a  capital  gain;  e.g.  a  farnner 
who  subdivides  several  pieces  of  land  may  be  deemed  to  be  in  the  business  of  buying  and  selling  land.  The  land  therefore  will  be 
inventory  to  him. 
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2.  Transfer  of  Property  to  a  Child 

A  rollover  can  occur  when  farm  land  and 
depreciable  property  are  transferred  to  a  child.  The 
transfer  nnay  be  a  sale,  gift  or  bequest.  To  transfer 
a  fannily  farm  to  your  child  without  triggering 
income  tax  on  capital  gains  and  recaptured  capital 
cost  allowance,  the  following  five  requirements 
must  be  met: 

a)  Used  in  the  Business  of  Farming 

In  order  to  be  entitled  for  the  rollover,  the 
property  must  be  used,  immediately  before 
the  transfer,  by  the  taxpayer,  his  spouse  or 
any  one  child  in  the  business  of  farming.  The 
transfer  may  take  place  either  during  the 
farmer's  lifetime  or  at  the  time  of  his  death. 
Note  that  there  is  no  rule  that  requires  the 
children  to  carry  on  the  farming  business  for 
any  specified  period  of  time  after  the 
transfer.  Note  also  that  the  owner  of  the 
property  himself  does  not  necessarily  have 
to  have  been  the  individual  who  was  in  the 
"business  of  farming".  However,  if  a  farm  is 
rented  or  leased  to  a  stranger  the  rollover 
rule  will  NOT  apply  if  the  owner  should  die 
or  attempt  to  transfer  the  property  while  the 
lease  is  in  effect. 

b)  Left  to  a  Child,  Grandchild  or  Great-Grand- 
child 

The  farm  property  must  be  transferred  to  a 
child,  grandchild  or  great-grandchild  of  the 
farmer.  The  extended  meaning  of  child  for 
the  rollover  provision  also  includes  son-in- 
law  and  daughter-in-law.  The  person  who 
receives  the  property  must  be  a  resident  of 
Canada  at  the  time  of  transfer. 

c)  Owned  by  the  Farmer 

The  property  must  be  owned  by  the  farmer. 
It  could,  however,  be  held  under  joint 
ownership  among  the  farmer  and  his  spouse 
or  children.  Both  forms  of  co-ownership, 
joint-tenancy  and  tenancy-in-common 
would  qualify. 

If  two  brothers  owned  a  farm  property 
jointly,  they  may  have  difficulty  transferring 
their  interests  to  their  children  unless  they 
rearrange  the  ownership  of  the  property 
before  transfer.  Because  of  the  complexity, 
it  is  recommended  that  qualified  advice  be 
sought. 

With  the  budget  of  April  1 0,  1 978  it  is 
now  possible  to  rollover  an  interest  in  a  fam- 
ily farm  partnership  or  shares  in  a  family 
corporation,  subject  to  certain  rules.  These 
are  discussed  further  in  this  chapter. 

d)  Canadian  Property  Only 

The  property  must  be  land  or  depreciable 
property  which  is  situated  in  Canada.  Only 


depreciable  property  on  the  declining 
balance  method  will  qualify  in  the  rollover  to 
a  child.  Declining  balance  assets  are  rolled 
over  at  their  undepreciated  capital  cost 
(book  value  for  tax  purposes).  Straight-line 
depreciable  property  must  be  transferred  at 
its  fair  market  value. 

e)   Transfer  of   Ownership  within  Fifteen 
Months 

In  the  case  of  transfers  from  an  estate,  the 
ownership  of  the  property  must  have  been 
transferred  to  the  beneficiary  of  the  estate 
within  1  5  months  or  such  additional  time  as 
is  required  to  affect  the  transfer.  This  tech- 
nically may  be  difficult  to  meet  in  some 
cases  so  a  longer  period  will  possibly  be 
allowed  if  special  circumstances  warrant. 

These  are  the  five  basic  requirements  which 
must  be  adhered  to  in  order  to  transfer  the  family 
farm  property,  either  during  the  farmer's  lifetime 
or  upon  his  death,  without  triggering  a  tax  burden 
for  the  family.  It  is  conceivable  that  such  tax  could 
be  postponed  indefinitely  if  the  farm  continues  to 
be  passed  on  from  one  generation  to  the  next.  It  is 
important  to  note  that  property  can  not  be  "rolled- 
back"  without  triggering  a  deemed  disposition 
(e.g.  son  to  father). 

As  in  all  situations,  should  the  child  or  one  of  his 
heirs  eventually  transfer  the  property  outside  the 
family,  the  transfer  will  occur  at  the  negotiated 
price.  At  this  point,  a  capital  gain  or  loss  will  be 
calculated  from  the  original  cost  base.  Remember 
that  the  rollover  provision  only  defers  income  tax 
on  capital  gains  or  recaptured  depreciation. 

Having  looked  at  the  rollover  of  farm  property  to 
a  spouse  or  to  children,  we  should  also  consider 
another  important  aspect  of  the  rollover  provision. 
It  may  often  happen  that,  in  planning  his  or  her 
financial  affairs  and  drawing  up  a  will,  a  farmer  will 
wish  to  leave  the  farm  property  and  operation  in 
trust  for  a  surviving  spouse  with  the  children  to 
receive  the  farm  when  the  surviving  spouse  dies.  In 
some  cases,  this  may  be  a  practical  and  desirable 
approach  to  estate  planning. 

3.  Transfer  of  Property  to  a  Partnership 

The  rollover  provisions  also  apply  when  farm 
property  is  transferred  to  a  partnership,  providing 
certain  formalities  are  observed.  By  using  this  pro- 
vision it  is  possible  for  persons  entering  into  a 
partnership  arrangement  to  contribute  property  to 
the  partnership  without  triggering  tax.  Because  of 
the  complexities  in  transferring  farm  property  to  a 
partnership,  you  should  seek  competent  profes- 
sional advice  to  avoid  the  premature  realization  of 
taxable  capital  gain  or  recaptured  capital  cost 
allowance. 
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4.  Transfer  of  Property  to  a  Corporation 

Where  a  farnner  wishes  to  incorporate  the  farm 
business,  it  is  possible  for  him  to  transfer  his  busi- 
ness assets  to  a  corporation  without  incurring  an 
immediate  tax  cost.  The  rollover  allows  the  tax, 
which  would  otherwise  arise,  to  be  deferred  either 
in  whole  or  in  part.  The  rules  require  that,  in  return 
for  property  transferred  to  the  corporation,  the 
taxpayer  receives  some  shares  in  the  corporation. 

5.  Transfer  of  Shares  in  the  "Family  Farm  Cor- 
poration" and  of  an  Interest  in  a  "Family  Farm 
Partnership" 

The  federal  budget  of  April  10,  1978 
introduced  new  rules  which  allow  for  the  transfer 
of  an  interest  in  a  family  farm  partnership  and  of 
shares  in  a  family  farm  corporation,  from  a  farmer 
to  his  child.  It  is  important  to  determine  what  is 
meant  by  a  family  farm  corporation  and  a  family 
farm  partnership.  The  following  definitions  apply: 

i)  Share  of  the  Capital  Stock  of  a  Family  Farm 
Corporation 

 means  a  share  of  the  capital  stock  of  a 

corporation  that,  at  the  time,  carried  on  the 
business  of  farming  in  Canada  in  which  it 
used  all  or  substantially  all  of  its  property  and 
in  which  that  person,  his  spouse  or  his  child 
was  actively  engaged. 

ii)  Interest  in  a  Family  Farm  Partnership 

 means  an  interest  in  a  partnership  that, 

at  that  time  carried  on  the  business  of  farm- 
ing in  Canada  in  which  it  used  all  or  substan- 
tially all  of  its  property  and  in  which  that  per- 
son, his  spouse  or  his  child  was  actively 
engaged. 

This  rollover  is  subject  to  the  following  rules: 

a)  the  transfer  must  take  place  after  April  10, 
1978, 

b)  immediately  before  the  transfer  the  share 
must  qualify  as  a  share  of  a  family  farm  cor- 
poration or  the  interest  must  qualify  as  an 
interest  in  a  family  farm  partnership, 

c)  the  property  transfers  to  a  child,  grandchild 
or  great-grandchild  of  the  taxpayer,  and 

d)  the  child  must  be  resident  in  Canada 
immediately  before  the  transfer. 

As  is  the  case  with  the  rollover  of  farm  property 
in  a  sole  proprietorship,  you  may  transfer  the 
shares  in  a  family  farm  corporation  or  an  interest  in 
a  family  farm  partnership  at  any  value  between 
their  adjusted  cost  base  and  fair  market  value.  This 
allows  you  some  flexibility  in  tax  planning.  If  you 
have  built  up  operating  losses  or  capital  losses, 
you  can  utilize  these  by  a  thoughtful  choice  of  the 
transfer  value  of  the  farm  property  to  your  child. 


OTHER  FEDERAL  INCOME  TAX 
CONSEQUENCES  TO  CONSIDER 

As  a  final  note,  a  reminder  about  the  way  the 
income  and  capital  gains  which  arise  from  any 
property  transferred  to  certain  members  of  your 
family  will  be  taxed.  These  special  income  tax  rules 
are  known  in  tax  jargon  as  the  "attribution  rules" 
and  their  message  is  quite  simple.  One  person 
(such  as  a  child,  or  a  spouse)  may  earn  the  income 
or  incur  a  capital  gain  on  a  property  but  another 
person  (original  owner  of  the  property)  has  to  pay 
the  relevant  income  tax.  The  Income  Tax 
authorities  have  explained  these  rules  in  two  very 
informative  Interpretation  Bulletins  (#258  and 
#260)  but  we  will  mention  only  some  of  the  more 
basic  points  here.  Here  is  what  you  have  to  watch 
out  for: 

a)  Income  from  Property  which  You  Transfer- 
red to  Your  Spouse  or  Any  Person  Under  the 
Age  of  1 8 

This  income  is  taxable  on  your  tax  return, 
not  your  spouse's  or  the  minor  child's.  In  the 
case  of  your  spouse,  this  rule  will  apply  as 
long  as  you  remain  alive,  legally  married  and 
resident  in  Canada.  In  the  case  of  children 
the  rule  ceases  to  apply  in  the  year  the  child 
reaches  the  age  of  eighteen.  However,  if  the 
gifted  property  is  used  in  a  business,  such 
as  a  farming  business,  these  rules  may  not 
apply  regardless  of  the  child's  age. 

b)  Capital  Gains  on  Property  Transferred  to 
Your  Spouse  or  a  Minor  Child 

The  same  principle  that  applies  to  the 
income  from  property  transferred  to  a 
spouse  also  applies  to  capital  gains  on  the 
property.  Only  gains  arising  after  1971  will 
be  affected.  Capital  gains  on  property 
transferred  to  minor  children,  on  the  other 
hand,  do  not  attribute  back  to  the  person 
who  formerly  owned  the  property.  But  there 
is  one  exception  to  that  rule. 

c)  Farm  Property  Transferred  to  Minor  Children 

This  is  the  exception  we  are  referring  to  and 
it  is  of  considerable  interest  to  farmers.  If 
you  transfer  the  farm  property  to  a  minor 
child,  and  the  child  sells  or  disposes  of  it 
before  the  year  in  which  the  child  reaches 
age  18,  any  capital  gains  on  the  property 
will  be  taxed  in  the  hands  of  the  former 
owner.  A  situation  like  this  will  not  happen 
too  often,  but  it  is  something  of  which  a 
farmer  should  be  aware.  The  rule  was 
necessary  so  that  abuse  of  the  law  did  not 
occur  when  the  sale  of  the  farm  to  a  third 
party  was  contemplated  all  along.  For  exam- 
ple, if  a  farmer  first  of  all  sold  the  farm  to  his 
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child,  and  then  the  child  sold  the  farm  to  a 
third  party,  the  capital  gains  and  recaptured 
capital  cost  allowance  would  be  taxable  in 
the  hands  of  the  child  (and  therefore  at 
lower  rates  of  tax,  presumably).  This  type  of 
arrangement  might  still  be  possible, 
however,  but  only  if  the  sale  to  a  third  party 
took  place  after  the  child  reached  1 8. 

d)  Income  from  Money  Given  to  Your  Spouse 
Where  money  is  given  to  your  spouse,  any 
income  earned  on  that  money  (such  as 
interest,  for  example)  will  be  taxed  in  your 
hands,  not  your  spouse's.  However,  any 
income  which  is  earned  on  the  above 
interest  will  be  taxed  in  the  spouse's  hands. 

On  the  other  hand,  if  a  genuine  loan  is 
made  to  a  spouse,  the  spouse  may  invest 
the  funds  without  the  attribution  rules  of  the 
Income  Tax  Act  being  applied.  This  type  of 
loan  would  have  to  be  properly  documented. 
When  such  a  loan  is  payable  within  a 
specified  period,  it  would  have  to  bear  a  rea- 
sonable rate  of  interest.  If  the  loan  is  payable 
on  demand,  it  is  not  necessary  that  it  carry  a 
defined  rate  of  interest. 

We  have  no  doubt  over-simplified  this  review  of 
the  attribution  rules  and  reference  should  be  made 
to  the  provisions  of  the  law  and  to  Interpretation 
Bulletins  #258  and  #260  to  see  whether  or  not 
they  apply  to  a  particular  situation.  This  can  be  a 
tricky  area  of  our  income  tax  law  and  many  a  bril- 
liant tax  planning  scheme  has  been  defeated  be- 
cause of  "income  attribution".  Whenever  a  farmer 
is  transferring  property  to  a  spouse,  or  to  a  minor 
child,  he  should  thoroughly  investigate  the  income 
tax  consequences. 

There  may  often  be  situations,  of  course,  where 
both  a  husband  and  wife  have  separate  sources  of 
income  and  each  accumulates  savings  or  invest- 
ments in  his  or  her  own  right.  In  a  case  where  a 
person  has  a  farming  business,  for  example,  and 
his  wife  works  in  town  for  a  few  years  to  help  him 
get  established,  any  income  which  is  derived  from 
the  wife's  savings  will  always  remain  taxable  in  her 
hands.  Since  it  is  usually  beneficial,  from  an 
income  tax  point  of  view,  to  be  able  to  "split" 
income  between  husband  and  wife,  it  is  important 
that  a  farmer  and  his  wife  be  able  to  prove  where 
the  funds  originated.  If  no  record  is  kept,  and  the 
wife  has  ceased  to  work,  the  tax  authorities  might 
take  the  position  that  the  funds  in  question  had 
originally  come  from  her  husband's  earnings  and 
therefore  the  investment  income  should  be  taxable 
in  his  hands  rather  than  hers.  To  avoid  any  such 
unjust  application  of  the  attribution  rules  it  is  pru- 
dent to  keep  a  separate  accounting  for  each 
spouse's  earnings  and  savings.  In  that  way  the 
income  tax  authorities  can  be  readily  convinced 


that  nothing  improper  has  been  done  in  the  way 
the  income  has  been  reported. 


B.  SELLING  THE  FARM 

A  person  in  the  business  of  farming  may  decide, 
for  various  reasons,  to  sell  his  farming  operation. 
Retirement,  poor  health  or  simply  a  decision  to 
give  up  farming  may  result  in  a  decision  to  sell.  In 
some  cases  there  may  often  be  a  desire  to  sell  to 
those  members  of  the  family  who  have  the  desire 
and  ability  to  carry  on  the  business.  On  the  other 
hand  sometimes  a  sale  to  a  third  party  will  be 
necessary.  Whatever  the  circumstances,  the  sale 
of  a  farm  is  a  complex  transaction.  There  are  many 
factors  which  should  be  taken  into  account  before 
such  a  sale  is  made.  This  discussion  is  concerned, 
of  course,  with  only  the  tax  implications  of  such  a 
sale  although  there  will  also  be  numerous  non-tax 
considerations.  The  more  knowledgeable  a  person 
makes  himself  before  the  sale,  the  better  able  he 
will  be  to  make  use  of  any  tax  advantages  which 
are  available  to  him.  And,  more  important,  he  will 
be  able  to  avoid  those  tax  pitfalls  which  can  result 
in  unduly  harsh  treatment  at  the  hands  of  the  tax 
collector.  We  would  urge  all  persons  who  con- 
template the  sale  of  their  farms  to  seek  sound  tax 
advice  before  entering  into  such  a  transaction. 

The  tax  consequences  which  result  from  the 
sale  of  a  farm  can  be  summarized  by  answering 
the  following  five  questions: 

1.  What  are  you  selling? 

2.  To  whom? 

3.  For  how  much? 

4.  How  will  payment  be  made? 

5.  What  will  you  do  with  the  money? 

At  first  glance,  these  questions  may  appear 
quite  simple.  For  example,  a  farmer  going  out  of 
business  might  say:  "I'm  selling  my  land,  buildings, 
equipment  and  livestock  to  my  neighbour  for  fair 
market  value.  He  will  pay  me  twenty  percent  down 
and  the  balance  over  the  next  four  years  under  an 
agreement  which  calls  for  a  yearly  instalment  with 
interest  on  the  unpaid  balance  at  the  going  rate.  I 
plan  to  put  the  money  in  term  deposits  and  live  off 
the  interest  as  a  source  of  income  for  my  retire- 
ment." Fair  enough.  This  is  a  good  outline  of  the 
proposed  sale.  However,  let  us  examine  more 
closely  some  of  our  "simple  questions"  and  see 
what  tax  problems  might  appear  behind  the 
answers  we  discuss. 

1.  What  are  you  selling? 

We  now  have  to  consider  the  details  of  all 
the  property  which  is  being  disposed  of  as 
follows: 
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a)  Are  there  any  government  rights  or 
licences  (such  as  a  milk  quota)?  If  so, 
special  rules  exist  as  to  the  tax  treatment 
of  the  proceeds  from  the  sale  of  the  rights 
or  licences  (Chapter  IV). 

b)  How  have  livestock  been  treated  for 
income  tax  purposes?  If  a  farmer  had 
been  using  a  "basic  herd"  and  has  not  yet 
disposed  of  these  animals,  his  tax  treate- 
ment  will  differ  from  a  farmer  who  did  not 
have  a  "basic  herd"  at  the  time  of  sale 
(Chapter  VI). 

c)  How  has  the  farmer  treated  his  deprecia- 
ble property  (buildings,  vehicles,  equip- 
ment, etc.)  for  tax  purposes?  When  he 
sells  his  assets,  the  tax  treatment  of  prop- 
erty which  was  written  off  on  the 
"straight-line"  basis  (Part  XVII  assets)  will 
be  different  from  the  treatment  of  prop- 
erty handled  on  the  "declining  balance" 
(Part  XI  assets)  basis  (Chapter  IV). 

d)  Does  the  sale  of  assets  include  property 
that  was  a  "principal  residence"  of  the 
farmer?  If  so,  allocations  of  proceeds 
which  relate  to  the  principal  residence 
must  be  made  and  a  decision  taken  as  to 
which  of  two  basic  methods  will  be 
followed  in  calculating  the  exempt  portion 
of  any  capital  gain.  Care  should  be  taken 
that  the  exemption  for  principal  residence 
is  taken  to  best  advantage  (Chapter  VII). 

e)  Are  there  any  inventories  of  crops  or 
accounts  receivable  on  hand  which  have 
not  been  previously  reported  in  income  be- 
cause the  farmer  has  always  filed  his  tax 
return  and  reported  income  on  the  "cash" 
basis?  If  so,  the  value  of  such  crop  inven- 
tories or  accounts  receivable  will  be 
brought  into  income  at  the  time  of  sale  but 
there  may  be  special  tax  relief  available  in 
the  form  of  an  "income  averaging 
annuity"  which  the  farmer  can  buy  in  order 
to  defer  the  tax  on  these  items  (Chapter 
VIII).  The  capital  gain  on  the  farm  and 
"recapture"  of  capital  cost  allowance  are 
also  eligible  for  this  special  relief.  Special 
advantages  may  be  available  where  an 
unharvested  crop  is  sold  as  part  of  the 
value  of  the  land  and  time  of  regard. 

The  foregoing  list  is  by  no  means  an  exhaustive 
summary  of  the  types  of  assets  which  may  be 
sold  or  the  tax  treatment  attached  to  them.  It  is 
merely  an  attempt  to  highlight  the  complexity  of 
the  tax  considerations  which  come  to  light 
under  the  more  general  question  of  "What  are 
you  selling?". 

2.  To  Whom? 

The  question  of  "to  whom"  is  also  deceiv- 
ing. In  the  above  example  we  considered  an 


arm's  length  sale  to  an  outside  party.  But  if 
the  sale  is  made  on  a  non-arm's  length  basis 
(to  a  spouse  for  example)  different  tax  rules 
apply.  A  sale  to  the  farmer's  children, 
granchildren  or  great-grandchildren  will 
involve  different  rules  again.  And  if  a  farmer 
is  selling  his  assets  to  a  corporation  in  which 
he  is  a  shareholder  or  to  a  partnership  of 
which  he  is  a  member  there  is,  once  again,  a 
different  set  of  rules  applicable.  Even  the 
sale  to  a  third  party  may  not  be  free  from 
complications.  This  is  particularly  true  if  the 
farmer  who  is  selling  the  property  decides, 
for  example,  that  the  sunny  climate  of 
Arizona  might  make  his  retirement  years 
more  enjoyable.  If  he  ceases  to  be  a  resident 
of  Canada  certain  "reservers"  which  he  may 
have  claimed  for  any  unrealized  portion  of 
his  capital  gain  will  no  longer  be  available  to 
him.  (See  the  explanation  on  "capital  gain 
reserves"  later  in  this  chapter.)  Also,  by 
leaving  Canada,  he  will  place  a  responsibility 
on  the  person  who  bought  the  farm  to  with- 
hold a  1  5%  tax  (the  rate  will  vary  from  1  5%  - 
25%  depending  on  the  country  in  which  the 
recipient  lives)  on  interest  payments  made 
under  the  financing  arrangements.  This 
amount  must  then  be  remitted  to  the  Cana- 
dian tax  authorities.  By  moving  to  the  U.S.A. 
our  retired  farmer  will  be  subject  to  a  whole 
new  set  of  tax  laws  and  will  be  required  to 
file  a  U.S.  tax  return.  On  the  other  hand,  it  is 
also  possible  that  substantial  tax  advan- 
tages could  accrue  from  being  resident  in 
the  U.S.A.  If  the  farmer  has  purchased  an 
income  averaging  annuity  before  he  left 
Canada.  Payments  received  under  the 
annuity,  for  example,  would  be  exempt  from 
Canadian  tax  and  receive  very  generous  tax 
treatment  in  the  U.S.A.  If  property  is  being 
sold  to  a  foreigner,  there  may  be  special 
rules  to  be  followed  under  the  Agricultural 
and  Recreational  Land  Ownership  Act.  An 
explanation  of  this  recent  provincial  legisla- 
tion is  available  from  you  local  district  agri- 
culturist's office.  In  addition,  federal  legisla- 
tion such  as  the  Foreign  Investment  Review 
Act  may  have  some  application. 

3.   For  How  Much? 

Under  this  question  there  are  several  other 
important  questions  which  must  be 
answered.  First  of  all,  if  various  assets  are 
sold  as  a  package,  the  proceeds  from  the 
sale  must  be  allocated  to  each  asset  on  a 
reasonable  basis.  It  is  wise  to  spell  out  in  the 
sale  agreement  the  sale  proceeds  applicable 
to  each  asset  being  sold.  In  addition,  where 
the  assets  were  owned  at  December  31, 
1 97 1 ,  a  V-day  value  must  be  determined  for 
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each  asset  which  was  owned  at  that  time. 
Thirdly,  the  historical  cost  of  each  asset 
must  be  determined  wherever  possible. 
Where  no  historical  cost  can  be  determined 
it  will  be  considered  to  be  nil.  These  calcula- 
tions are  necessary  so  as  to  determine  the 
amounts  of  capital  gains  and  losses,  income 
gains  and  losses  and  recapture  of  capital 
cost  allowance  or  terminal  losses  which 
arise  as  a  result  of  the  sale.  How  the  sale 
proceeds  are  allocated  to  the  various  assets 
will  have  a  direct  effect  on  the  amount  of 
income  tax  which  must  be  paid  as  a  result  of 
the  sale.  The  same  allocations  which 
apply  to  the  purchaser  must  also  apply  to 
the  vendor. 

4.  How  Will  Payment  be  Made? 

This  question  does  not  appear  to  involve 
tax  considerations  at  first  glance.  Until,  that 
is,  one  considers  the  hardships  which  can 
arise  if  a  person  is  subject  to  tax  on  income 
before  he  actually  receives  the  cash  which 
will  enable  him  to  pay  the  tax.  There  are  pro- 
visions in  the  Income  Tax  Act  which  allow  a 
deferral  on  the  realized  taxable  capital  gains 
where  the  proceeds  will  be  collected  over  a 
period  of  years.  This  is  done  using  what  is 
called  a  "capital  gain  reserve".  The  follow- 
ing example  shows  the  application  of  capital 
gain  reserves  where  a  father  sells  land  to  his 
son  under  an  agreement  for  sale: 

ASSUMPTIONS 

Land  Sold  to  Son  (A)  $100,000 

Adjusted  Cost  Base  (B)  40,000 

Capital  Gain  (A  -  B)  (C)  60,000 


Taxable  Capital  Gain    ^  (D) 

Annual  Payments  (Principal  (E) 
only) 


30,000 

10,000  per  year  for 
1 0  years 


DETERMINATION  OF  RESERVE 

In  the  first  year:  — 

Principal  paid  (E)  10,000 

Balance  of  Principal 

Unpaid  (F)  90,000 

Taxable  Capital  Gain 

declared  by  father  (D)  30,000 


Capital  Gain  Reserve 

Balance  of  principal  unpaid 
Total  transfer  price 

$  90,000 


X  Taxable  Capital  Gain 


$100,000 


X  $30,000  =  $27,000 


The  net  taxable  capital  gain  reported  by  the  father  in  the 
first  year  is: 

Total  Taxable  Gain  $30,000 
Less:  Capital  Gain  Reserve  27,000 

$  3,000 


In  the  Second  Year:- 
Principal  Paid 

Balance  of  principal  unpaid 
Taxable  capital  gain  declared 
by  father 


$10,000 
80,000 

30,000 


Capital  Gain  Reserve 


$  80,000 
$100,000 


$30,000    =  $24,000 


The  net  taxable  capital  gain  reported  by  the  father  in  the 
second  year  is: 

Capital  Gain  Reserve  in  the  First  Year  $27,000 
Less:  Capital  Gain  Reserve  in  Second  Year  24,000 

$  3,000 


In  this  example,  the  taxable  capital  gain  reported 
by  the  father  is  $3,000  for  each  year  of  the 
agreement.  By  using  capital  gains  reserve,  he 
has  spread  his  taxable  capital  gain  over  the 
length  of  the  agreement.  It  is  important  to  note 
that  an  agreement  for  sale  must  have  a  repay- 
ment schedule.  As  well,  any  agreement  for  sale 
which  is  payable  on  demand  can  not  average 
the  capital  gain  on  the  sale. 

On  the  other  hand,  if  payment  were  to  be  all 
in  cash,  the  full  amount  of  realized  taxable 
capital  gains  would  be  taxable  for  the  year  in 
which  the  sale  took  place. 

5.  What  Will  You  Do  with  the  Money? 

This  is  also  a  question  which  should  be  decided 
in  the  light  of  income  tax  considerations.  As 
mentioned  above,  a  special  tax  deferral  instru- 
ment known  as  an  "income  averaging  annuity" 
(Chapter  VIII)  could  be  used  to  considerable 
advantage  in  the  situation  of  a  farmer  who  is 
going  out  of  business.  If  a  steady  income  and 
security  of  capital  are  desirable,  which  would 
normally  be  the  case  for  a  person  retiring,  both 
these  goals  could  be  achieved  and  tax  could  be 
deferred  and  probably  reduced. 

The  tax  consequences  to  consider  on  the  sale  of 
a  farm  are  many.  They  are  also  complex,  and  this 
complexity  can  work  both  to  the  advantage  and  to 
the  disadvantage  of  the  farmer.  For  this  reason  tax 
advice  should  be  sought  before  an  offer  to 
purchase  is  signed  to  ensure  that  no  hardship  is 
caused  to  the  farmer  and  that  use  is  made  of  every 
tax  advantage  available  to  him.  For  many  farmers 
the  value  realized  when  a  farm  is  sold  represents 
the  financial  accumulation  of  a  lifetime.  It  is  impor- 
tant that  he  enjoy  the  maximum  amount  to  which 
he  is  entitled. 


C.  EXCHANGE  OF  PROPERTY 

1.  Voluntary  Exchange  —  Replacement  Property 
Provision 
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Effective  March  13,  1977,  the  tax  rules  were 
changed  to  allow  a  tax-deferred  rollover  of 
business  assets  if  the  property  is  replaced  by 
similar  business  assets  by  the  end  of  the  taxa- 
tion year  immediately  following  the  year  of  dis- 
posal. To  qualify  for  this  rollover: 

a)  the  assets  must  be  property  that  was  a  busi- 
ness property  immediately  before  the  dis- 
position, 

b)  the  replacement  asset  must  be  purchased 
before  the  end  of  the  first  taxation  year 
following  the  disposition  of  the  original 
asset, 

c)  a  letter  of  election  (notification  of  intent) 
must  be  filed  in  your  tax  return  for  the  year 
the  replacement  property  is  acquired, 

d)  the  replacement  asset  must  be  used  for  the 
same  or  similar  use  as  the  original  asset, 

e)  the  replacement  asset  must  be  used  in  the 
same  or  similar  business  as  the  original 
asset,  and 

f)  if  the  owner  was  not  a  Canadian  resident, 
the  property  must  be  taxable  Canadian 
property. 

Farm  land  that  is  being  sharecropped  would  not 
qualify  under  these  rules,  nor  would  rented  prop- 
erty unless  the  owner  was  in  the  rental  business.  It 
appears  that  Revenue  Canada  is  taking  a  fairly 
liberal  view  on  selling  one  type  of  farm  and  buying 
another.  For  example,  selling  a  grain  farm  and  buy- 
ing a  hog  farm  would  apparently  qualify  under  the 
replacement  property  provision. 

A  further  point  regarding  this  provision  is; 
where  a  replacement  property  is  not  acquired  until 
the  following  taxation  year,  any  recaptured  CCA  or 
taxable  capital  gain  from  the  sale  of  the  original 
business  assets  must  be  reported,  and  tax  paid,  in 
the  year  of  the  sale.  When  the  replacement  prop- 
erty is  purchased  (within  the  time  limits  set  above), 
and  the  relevant  election  is  made,  the  tax  return  for 
the  year  of  sale  will  then  be  reassessed  to  deter- 
mine the  amount  of  refund.  It  would  be  an 
appropriate  planning  strategy  to  arrange  for  the 
sale  and  purchase  of  the  properties  within  the 
same  taxation  year. 

The  following  example  illustrates  how  this 
exchange  of  property  defers  capital  gain: 

EXAMPLE 

Let's  day  that  Duncan  acquired  a  section  of  land  in 
1972  at  a  cost  of  $160.  per  acre.  The  aggregate 
purchase  price  of  $102,400  was  allocated  be- 
tween land  and  buildings  as  follows: 


Land 

Farm  Buildings 

(Barn,  Granary,  etc.) 
House 


$68,300 

21,300 
12,800 
$102,400 


In  January  1979,  Duncan  sold  the  farm  for  $600 
per  acre.  The  proceeds  of  the  sale  were  fully  paid 
to  Duncan  at  the  time  of  sale  and  are  allocated  as 
follows: 


Land 

Farm  Buildings 
House 


$312,000 
48,000 
24,000 

$384.000 


The  undepreciated  capital  cost  of  the  farm  build- 
ings immediately  prior  to  the  sale  was  $9,000. 
Without  the  deferral  provisions,  Duncan  would 
realize  capital  gains  and  recaptured  capital  cost 
allowance  on  the  sale  as  follows: 


CAPITAL  GAINS 

Land  Proceeds 
Adjusted  Cost  Base 
Capital  Gain 

Farm  Buildings  Proceeds 
Cost 

Capital  Gain 

RECAPTURED  CCA 

Farm  Buildings  Cost 
Undepreciated  Capital  Cost 
Recapture 


$312,000 
68,300 
$243.700 

$  48,000 
21,300 
$  26,700 


$  21,300 
9,000 
$  12,300 


Total  capital  gains  and  recapture  to  be  included 


in  income: 

TAXABLE  CAPITAL  GAINS 

Land  {V2  x  $243,700)  = 
Farm  Buildings 

{Vi  X  $  26,700)  = 

RECAPTURE 
TOTAL 


$121,850 

13,350 
12,300 
$147.500 


As  you  can  see,  Duncan  would  report  $1 47,500  of 
income  from  taxable  capital  gains  and  recaptured 
CCA  from  the  sale  of  his  farm.  Note  that  the  gain 
on  the  house  has  been  excluded  because  it  was 
treated  as  his  principal  residence.  However,  in 
March  1979,  he  decides  to  purchase  a  replace- 
ment farm  at  a  cost  of  $625  per  acre.  The  total 
purchase  price  is  allocated  as  follows: 


Land 

Farm  Buildings 
House 


$321,000 
60,000 
1 9,000 

$400,000 


By  electing  to  defer  the  capital  gain  and  recaptured 
capital  cost  allowance  under  the  replacement 
property  provision,  Duncan  would  adjust  the  cost. 
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for  tax  purposes,  of  the  new  farm  assets  as 
follows: 

LAND 

Actual  Cost  $321,000 
Less  Capital  Gain  deferred 

on  sale  of  former  land  243,700 
Equals:  Cost  Base 

for  Tax  Purposes  $  77,300 

FARM  BUILDINGS 

Actual  Cost  $  60,000 
Less:  Capital  Gain  deferred 
on 

sale  of  former 

buildings  26,700 

Equals:  "Capital  Cost  of 
Replacement 

Building  $  33,300 

Less:  Recapture  of  CCA 
deferred  on  sale 

of  former  building  12,300 
Equals:  Undepreciated 
Capital  Cost  $  21,000 

The  above  calculations  or  adjustments  show  how 
capital  gains  and  recapture  is  deferred.  These 
adjusted  values  will  be  used  in  calculating  capital 
gains  and  recapture  on  the  sale  of  Duncan's  farm 
in  the  future. 

To  further  assist  you  in  understanding  the  amount 
of  gains  which  will  be  deferred  in  selling  one  prop- 
erty and  purchasing  another,  the  following  table 
has  been  prepared: 


Cost  of  Replacement  Property 

Amount  of 
Capital 
Gains  Deferral 

-  Equal  to,  or  greater  than  the  proceeds  from  the 
sale  of  the  former  property 

-  Less  than  proceeds,   but  greater  than  the 
adjusted  cost  base  of  the  former  property 

-  Equal  to,  or  less  than  the  adjusted  cost  base  of 
former  property 

Full  Deferral 
Partial  Deferral 
No  Deferral 

In  summary,  when  you  are  looking  at  the  reloca- 
tion of  your  farm  business,  consider  the  following 
questions: 

a)   Will  the  purpose  for  which  I  intend  to  use 
the  replacement  properties  be  the  same  or 


similar  purpose  for  which  I  used  the  former 
properties? 

b)  Am  I  using  the  present  properties  for  the 
purpose  of  earning  income  from  a  business? 

c)  If  I  dispose  of  my  present  properties,  when 
does  the  time  limit  for  purchase  of  replace- 
ment properties  expire? 

d)  What  is  the  value  or  cost  of  the  replacement 
properties  compared  to  the  ones  I  am  sell- 
ing? 

e)  Will  I  be  able  to  defer  all  or  only  a  part  of  my 
gain  from  the  sale  of  property  and  purchase 
of  replacement  property? 

Asking  yourself  these  questions  and  finding 
answers,  should  give  you  a  pretty  fair  idea  of  your 
situation.  Also,  you  should  obtain  professional 
assistance  to  insure  that  your  situation  qualifies 
and  that  the  transactions  are  done  correctly. 

2.  Involuntary  Dispositions  —  Expropriated  Prop- 
erty 

As  is  the  case  with  the  voluntary  exchange  of 
property  discussed  above,  you  may  defer  all  or 
part  of  your  gain  on  the  disposition  of  a  capital 
property  which  results  from  the  "expropriation"  of 
that  property.  All  or  part  of  the  recapture  of  capital 
cost  allowance  on  the  disposition  of  depreciable 
property  may  also  be  deferred  when  expropriated. 

Expropriated  property  generally  refers  to  prop- 
erty that  has  actually  been  expropriated  and  to 
property  which  has  been  sold  after  receipt  of 
notice  of  intention  to  expropriate  has  been  receiv- 
ed by  the  owner. 

In  regards  to  purchasing  replacement  property 
for  property  that  has  been  expropriated,  the  same 
rules  apply  as  for  voluntary  dispositions,  with  one 
exception.  When  your  property  is  expropriated, 
you  have  until  the  end  of  the  second  taxation  year 
following  the  year  in  which  the  property  was 
expropriated  in  which  to  purchase  replacement 
property.  It  is  important  to  note  that  when  property 
is  expropriated,  payment  is  often  not  received 
quickly.  This  fact  is  recognized  by  the  tax 
authorities  and  the  year  in  which  a  property  is 
expropriated  will  be  extended  to  a  taxation  year  in 
which  an  amount  becomes  receivable  in  respect  of 
that  property.  Again,  to  insure  that  you  keep  the 
flexibility  of  this  tax  provision,  you  should  seek 
competent  tax  advice  for  each  specific  situation. 
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CHAPTER  X 
HOBBY  FARMERS 


DETERMINING  WHAT  A  "HOBBY"  FARMER  IS 
FOR  INCOME  TAX  PURPOSES 

Although  the  terms  hobby  farmer  and  gentle- 
man farmer  are  often  used  in  referring  to 
individuals  who  keep  a  few  animals  or  grow  a  few 
acres  of  crops  or  vegetables,  the  Income  Tax  Act 
does  not  make  use  of  these  terms.  The  major  con- 
cerns with  hobby  farmers  are:  1)  whether  their 
operation  is  a  farming  business,  and  2)  the  amount 
of  losses,  if  any,  which  can  be  deducted  from 
other  income.  To  understand  how  our  income  tax 
laws  work  with  regard  to  farm  income  and  losses, 
it  is  necessary  to  distinguish  three  types  of  far- 
mers. 

1 )  First  of  all  there  is  the  person  who  carries  on 
a  farming  operation  but  has  no  real  expec- 
tation of  ever  making  it  a  profitable  ven- 
ture. In  such  cases  none  of  the  expenses 
incurred  would  be  deductible  for  income  tax 
purposes  because  they  would  not  have  been 
incurred  for  the  purpose  of  earning  income 
from  a  business.  They  would,  essentially,  be 
personal  expenses.  Therefore,  they  would 
be  considered  to  be  personal  or  living 
expenses  of  the  individual.  Minor  revenues 
from  the  sale  of  farm  products  would  not  be 
subject  to  tax  because  there  could  be  a  large 
number  of  expenses  to  be  applied.  Such  a 
person  would  normally  depend  on  a  source 
of  income  other  than  farming  to  provide  for 
his  needs. 

2)  Next,  there  is  the  person  who  can  truly  be 
said  to  be  in  the  business  of  farming  be- 
cause his  farming  operations  do  hold  a  rea- 
sonable expectation  of  profit.  However, 
farming  is  not  his  "chief  source"  of  income. 
Nor  can  it  be  said  that  farming  and  some 
other  source  (such  as  employment)  con- 
stitute the  person's  "chief  source"  of 
income.  Nevertheless  he  is  engaged  in  the 
business  of  farming  with  the  intention  of 
making  a  profit  and  must  report  his  revenue 
and  may  deduct  the  expenses  incurred  to 
earn  it.  This  is  the  person  who  is  often  called 
a  hobby  farmer  or  gentleman  farmer.  He  is 
treated  essentially  the  same  as  a  bona  fide 
farmer  except  that  he  may  be  restricted  in 
the  amount  of  farm  losses  that  he  can  claim 
against  other  income,  and  is  not  entitled  to 
use  the  five-year  block  averaging  provision. 
It  should  also  be  noted  that  someone  who 
might  be  best  described  as  a  "part-time" 


farmer  will  also  be  included  in  this  category. 
Whether  or  not  farming  constitutes  the  per- 
son's "chief  source"  of  income  is  the  basic 
test  in  all  cases.  For  simplicity,  we  will  refer 
to  all  persons  in  this  category  as  hobby  far- 
mers. 

3)  The  last  category  of  course,  is  the  bond  fide 
farmer  whose  operations  are  unquestion- 
ably the  chief  source  of  his  livelihood.  All  of 
the  special  provisions  which  exist  for  far- 
mers under  our  tax  laws  are  available  to  him. 

The  facts  in  each  case  will  always  determine 
exactly  which  of  the  three  categories  a  person  falls 
into.  Many  taxpayers  have  gone  to  court  in 
attempts  to  establish  that  they  were  hobby  far- 
mers or  bona  fide  farmers  when  the  tax  depart- 
ment did  not  agree  and  either  denied  or  restricted 
the  losses  which  they  attempted  to  claim.  There 
are  a  great  many  court  cases  on  this  subject,  each 
with  its  own  peculiarities  and  each  one  decided  on 
its  own  particular  facts.  It  is  interesting  to  note, 
however,  that  the  courts  have  recently  taken  a 
more  lenient  view  in  those  cases  where  the  tax  col- 
lector has  tried  to  limit  the  amount  of  farming 
losses  which  were  claimed  against  other  sources 
of  income.  The  Federal  Court  decisions  in  Dorf- 
man  vs  MNR  (1972)  and  James  vs  MNR  (1973) 
have  made  the  deductibility  of  farm  losses  more 
readily  available  than  in  the  past  because  of  the 
wider  interpretation  of  the  "chief  source  of 
income"  concept.  The  recently  issued  Interpreta- 
tion Bulletin  (IT— 322R)  on  this  subject  is  required 
reading  for  all  people  who  operate  farming 
businesses  in  addition  to  having  other  income- 
earning  activities.  As  well.  Alberta  Agriculture  has 
a  publication  entitled,  Part-Time  Farmers  and 
Taxation  which  is  available  from  district  and 
regional  agriculture  offices  or  the  Farm  Business 
Management  Branch  in  Olds. 

The  tax  regulations  affecting  the  hobby  farmer 
can  be  summarized  by  answering  the  following 
questions: 

1 .  What  are  the  loss  restrictions  for  hobby  far- 
mers? 

2.  Can  hobby  farmers  use  the  cash  method  of 
reporting  their  income? 

3.  Can  a  hobby  farmer  use  all  the  income 
averaging  methods  which  are  available  to  a 
bona  fide  farmer? 

4.  Can  hobby  farmers  use  the  special  $1,000 
per  year  exemption  for  gains  on  a  principal 
residence  that  is  situated  on  the  farm? 
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5.  Is  the  new  "Investment  Tax  Credit"  available 
for  depreciable  assets  acquired  for  use  by  a 
hobby  farmer? 

6.  Is  the  "farm  rollover"  available  to  hobby  far- 
mers as  it  is  for  bona  fide  farmers? 

7.  Are  corporations  or  partnerships  subject  to 
the  "Restricted  Farm  Loss"  provisions? 

8.  If  a  hobby  farm  is  sold,  what  happens  to  the 
unused  restricted  farm  losses?  Are  they 
completely  unusable? 


1 .  WHAT  ARE  THE  LOSS  RESTRICTIONS  FOR 
HOBBY  FARMERS? 

The  Income  Tax  Act  states  that  where  a  tax- 
payer's chief  source  of  income  for  a  taxation 
year  is  neither  farming  nor  a  combination  of 
farming  and  some  other  source  of  income,  a 
loss  sustained  from  the  business  of  farming  is 
only  allowed  to  reduce  income  of  that  year  from 
all  other  sources  to  the  extent  of  the  lesser  of: 

a)  his  farming  loss  for  the  year,  or 

b)  $2,500  plus  the  lesser  of 

i)  one  half  of  the  amount  by  which  his  farm- 
ing loss  for  the  year  exceeds  $2,500  or 

ii)  $2,500. 

In  other  words,  a  hobby  farmer  is  limited  to  an 
overall  farming  loss  deduction  against  other 
income  of  $5,000.  The  farming  loss  for  the  year 
would  have  to  be  at  least  $7,500  in  order  to 
deduct  the  maximum  amount.  Consider  the 
following  example: 

EXAMPLE 

In  1 977,  a  hobby  farmer  incurred  a  farming  loss 
of  $4,500.  In  1 978  he  incurred  further  losses  of 
$5,000.  In  1 979  he  earned  a  farming  income  of 
$1,000.  Under  the  restricted  loss  provision,  he 
would  calculate  the  loss  deduction  as  follows: 


1977  -  $4,500  Farming  loss 

Maximum  deductions  =  $2,500 


($4,500  -  2,500) 


=  $2,500  +  $1,000 
=  $3,500 

The  unused  portion  ($4,500  -  $3,500  =  $1,000)  is  the 
"restricted  farm  loss". 


1978  -  $5,000  Farming  loss 
Maximum  deduction  =  $2,500  + 


($5,000  -  2,500) 


=  $2,500  +  $1,250 
=  $3,750 

The  unused  portion  ($5,000  -  $3,750  =  $1,250)  is  the 
"restricted  farm  loss". 


For  the  1 977  and  1 978  taxation  years,  the  hob- 
by farmer  has  been  allowed  to  deduct  $3,500 
and  $3,750  in  losses  from  other  income  for 
each  year.  However,  he  has  "restricted  farm 
losses"  from  each  year.  These  losses  may  be 
carried  back  one  year  or  forward  five  years  from 
the  year  in  which  they  are  incurred.  The 
"restricted  farm  losses",  however,  may  only  be 
applied  against  farming  income. 

In  1 979,  the  hobby  farmer  earned  a  farm 
income  of  $1,000.  He  would  now  apply  the 
restricted  farm  losses  against  this  income: 


Less: 


Farm  Income 
Loss  Carryover 

Net  Farm  Income 


$1,000 
$1,000 


In  this  example  we  use  the  early  restricted  loss 
up  first  (1977),  and  we  have  a  balance  of 
$1,250  in  restricted  farm  losses  to  carry  for- 
ward and  apply  against  future  farming  income. 

We  should  also  add  that,  in  cases  where  cer- 
tain "scientific  research"  expenditures^  have 
been  made,  these  expenses  may  be  deducted  in 
addition  to  the  $5,000  allowed  for  the  year. 

2.  CAN  HOBBY  FARMERS  USE  THE  CASH 
METHOD  OF  REPORTING  THEIR  INCOME? 

Yes.  As  discussed  in  Chapter  III  the  "cash 
method  can  be  used  to  report  farm  income  by 
all  persons  who  are  in  the  'business  of  farm- 
ing'." If  your  loss  for  the  year  exceeds  the 
amount  which  would  currently  be  deductible  to 
you  as  a  hobby  farmer  who  raises  livestock,  you 
can  bring  in  part  or  all  of  the  value  of  your 
livestock  inventory  and  reduce  the  amount  of 
your  loss.  This  rule  gives  hobby  farmers  who 
have  livestock  inventories  considerable  flex- 
ibility as  to  the  amount  of  income  or  loss  which 
they  may  wish  to  report.  It  is  another  good 
reason  for  a  person  in  the  farming  business  to 
use  the  "cash"  method  to  report  income. 

3.  CAN  A  HOBBY  FARMER  USE  ALL  THE 
INCOME  AVERAGING  METHODS  WHICH 
ARE  AVAILABLE  TO  A  BONA  FIDE 
FARMER? 

No.  He  cannot  use  the  five-year  block-averaging 
method  because  only  individuals  whose  chief 
source  of  income  is  from  farming  can  use  that 
method.  However,  all  the  other  types  of  averag- 
ing which  are  discussed  in  Chapter  VIII  are  avail- 
able to  hobby  farmers. 


1 .  For  example,  the  use  of  the  results  of  basic  or  applied  research  for  the  purpose  of  creating  new  or  improving  existing  products 
or  processes  would  be  eligible. 
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4.  CAN  HOBBY  FARMERS  USE  THE  SPECIAL 
$1,000  PER  YEAR  EXEMPTION  FOR  GAINS 
ON  A  PRINCIPAL  RESIDENCE  THAT  IS 
SITUATED  ON  THE  FARM? 

Yes.  As  long  as  the  property  is  a  principal  resi- 
dence which  is  situated  on  land  used  in  a  farm- 
ing business  that  was  carried  on  by  hinn  or  cer- 
tain members  of  his  family,  it  appears  that  a 
hobby  farmer  can  use  this  special  rule  in  the 
same  manner  as  a  bona  fide  farmer.  As  we  have 
outlined  in  Chapter  VII,  when  the  property  is  dis- 
posed of  there  are  two  ways  in  which  a  farmer 
can  calculate  the  amount  of  his  capital  gain 
which  will  be  exempt  from  tax  under  the  prin- 
cipal residence  rules.  He  can  either  sever  the 
principal  residence  portion  from  the  rest  of  the 
farm  to  determine  his  exempt  capital  gain  or  he 
can  take  a  special  exemption  of  $1,000  plus 
$1,000  for  each  year  he  has  lived  in  the  home 
since  December  31,  1971. 


5.  IS  THE  NEW  "INVESTMENT  TAX  CREDIT" 
AVAILABLE  FOR  DEPRECIABLE  ASSETS 
ACQUIRED  FOR  USE  BY  A  HOBBY 
FARMER? 

Yes.  Provided  all  tests  for  the  investment  tax 
credits  are  met  there  is  no  reason  why  it  cannot 
be  claimed  by  a  hobby  farmer. 


6.  IS  THE  "FARM  ROLLOVER"  AVAILABLE  TO 
HOBBY  FARMERS  AS  IT  IS  FOR  BONA 
FIDE  FARMERS? 

This  is  not  an  easy  question  to  answer  since  so 
much  will  depend  on  the  facts  in  each  situation. 
Chapter  IX  outlines  all  the  requirements  which 
have  to  be  met  to  get  the  advantage  of  the 
income  tax  rollover  of  farm  property.  Generally 
speaking,  the  rollover  under  the  Income  Tax  Act 
appears  to  apply  to  the  hobby  farmer  just  as  it 
does  to  a  bona  fide  farmer. 

7.  ARE  CORPORATIONS  OR  PARTNERSHIPS 
SUBJECT  TO  THE  "RESTRICTED  FARM 
LOSS"  PROVISION? 

Yes.  If  neither  farming  nor  a  combination  of 
farming  and  some  other  source  of  income  can 
be  said  to  be  the  chief  source  of  income  of  the 
corporation  or  partnership  members  then  the 
loss  restrictions  will  apply.  The  fact  that  the  tax- 
payer is  a  corporation  or  that  the  farming  is  car- 
ried on  by  a  partnership  (which  must  calculate 
its  income  as  if  it  were  a  separate  taxpayer) 
does  not  make  any  difference  in  the  hobby  farm 
rules. 

8.  IF  A  HOBBY  FARM  IS  SOLD,  WHAT  HAP- 
PENS TO  THE  UNUSED  RESTRICTED  FARM 
LOSSES?  ARE  THEY  COMPLETELY 
UNUSABLE? 

No.  The  property  taxes  and  interest  on  bor- 
rowed funds  that  are  included  in  the  restricted 
farm  loss,  may  be  added  to  the  cost  base  of  the 
land  for  purposes  of  determining  capital  gains. 


CHAPTER  XI 
ORGANIZATION  OF  THE  FAMILY  FARM 


Of  the  tax  planning  strategies  available  to  far- 
mers, perhaps  the  most  important  is  that  of  select- 
ing the  form  of  organization  under  which  the  busi- 
ness will  be  operated.  The  type  of  business 
organization  which  is  used  affects  the  taxation  of 
the  business,  and  in  the  longer  run,  has  implica- 
tions on  estate  planning. 

This  chapter  looks  at  the  types  of  business 
organization  which  are  commonly  seen  in  farming, 
and  discusses  some  of  their  advantages  and  dis- 
advantages. 

In  addition,  there  are  several  questions  dealing 
with  farm  corporations. 


There  are  many  tax  and  legal  implications  to  any 
agreement  and  individual  farm  situations  vary  con- 
siderably. It  is  therefore  important  that  all  factors 
be  taken  into  consideration  in  deciding  which  form 
of  business  organization  best  suits  the  specific 
situation. 


A.  SOLE  PROPRIETORSHIP 

The  sole  proprietorship  is  the  most  common 
type  of  business  arrangement  in  the  farming  com- 
munity. The  farm  assets  are  owned  by  the  farmer 
as  an  individual  (or  perhaps  jointly  with  his  wife) 
and  all  the  income  produced  by  the  business  is 
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reported  by  the  farmer  on  his  T1  Income  Tax 
Return  for  the  year.  The  farmer  is  in  the  same  posi- 
tion under  the  law  as  any  other  individual  who  car- 
ries on  a  business  for  himself. 

1.  Advantages  of  a  Sole  Proprietorship 

a)  Simplicity 

The  sole  proprietorship  is  popular  because 
of  its  simplicity.  The  cost  to  start  up  is 
lower,  and  it  is  cheaper  to  operate  since 
accounting  and  legal  advice  is  not  as  com- 
plex as  with  other  types  of  business 
organizations. 

b)  Flexibility 

In  a  sole  proprietorship,  a  farmer  can  take 
action  without  having  to  consult  anyone  else 
because,  generally,  he  must  accept  the  con- 
sequences of  his  decisions.  Because  of  this 
flexibility  of  operation,  the  sole  proprietor 
can  more  easily  adjust  to  changing  condi- 
tions. 

c)  Income  Averaging  Methods  can  be  Utilized 
As  discussed  in  Chapter  VIII,  an  individual 
farmer  has  several  types  of  income  averag- 
ing methods  available  to  reduce  his  income 
tax  burden.  The  most  important  of  these  are 
the  "five-year  block-averaging",  the 
"income-averaging  annuity",  and  the 
"livestock  inventory  provision". 

d)  Offset  Losses  Against  Other  Income 

Any  farm  losses  (non-capital)  which  are 
incurred  are  deductible  from  other  income 
which  the  farmer  may  have.  Such  losses 
may  be  carried  back  one  year  or  forward  five 
years  (Chapter  III). 

e)  A  "Rollover"  of  Farm  Property  is  Available 
(Chapter  IX) 

A  tax-deferred  rollover  of  farm  property  to  a 
child  can  be  made  either  during  the  farmer's 
lifetime  or  at  the  time  of  his  death.  This  is  an 
important  factor  as  it  concerns  both  tax  and 
estate  planning. 

f)  Only  have  to  pay  taxes  twice  a  year,  Decem- 
ber 31st  and  April  30th  of  the  following 
year. 

2.  Disadvantages  of  a  Sole  Proprietorship 

a)   Progressive  Tax  Rates 

All  the  income  earned  from  the  sole 
proprietorship  is  reported  on  the  farmer's 
personal  tax  return.  The  income  will  be  sub- 
ject to  tax  at  rates,  which  for  Alberta  range 
from  zero,  to  60%  on  taxable  income  in 
excess  of  $91,000  in  1978.  As  mentioned 
above,  the  income  averaging  methods  avail- 
able can  be  used  to  help  spread  out  the  tax 
burden  but,  nevertheless,  for  farmers  in  high 
income  brackets  the  tax  can  be  excessive 
compared  to  other  business  arrangements. 


b)  No  Limitation  of  Legal  Liability 

The  sole  proprietorship  carries  with  it  per- 
sonal liability  for  the  owner,  in  effect, 
whatever  assets  are  owned,  whether  per- 
sonal or  business,  are  often  committed  to 
underwrite  any  financial  obligations.  The 
limited  liability  which  a  corporation  provides 
(to  a  degree)  may  not  make  a  great  deal  of 
difference  in  a  practical,  day-to-day  sense, 
however  such  liability  becomes  important, 
when  the  business  is  being  sued.  Liability 
insurance  may  provide  an  alternative  to  con- 
sider. However,  if  a  farm  encountered  finan- 
cial difficulties,  any  assets  held  outside  a 
farm  corporation  could  be  protected  from 
the  claims  of  creditors.  Where  the  farm  is 
unincorporated  no  such  protection  would  be 
available. 

c)  Lack  of  Employee  Benefits 

A  sole  proprietor  is  a  self-employed  person, 
so  a  number  of  the  benefit  plans  which 
would  be  available  to  an  employee  do  not 
apply.  For  example,  such  things  as  group 
insurance,  deferred  profit  sharing  plans,  and 
unemployment  insurance  could  not  be  used. 
As  a  self-employed  person  both  halves  of 
the  annual  Canada  Pension  Plan  contribu- 
tions (employer  and  employee  portions) 
must  be  paid. 

d)  No  Splitting  of  Income  Between  Husband 
and  Wife 

If  a  spouse  is  employed  by  the  farmer  and 
paid  a  salary,  that  salary  would  remain  taxa- 
ble in  the  hands  of  the  farmer.  This  is  the 
case  even  though  there  is  no  question  that 
the  spouse  has  worked  hard  for  every  nickel 
she  has  been  paid.  The  income  tax  rules  do 
not  permit  a  sole  proprietor  to  split  income 
in  this  manner  between  himself  and  his  wife. 
It  is  possible  for  a  proprietor  to  employ  his 
children  and  split  income.  If  children  are 
employed,  care  should  be  taken  to  ensure 
that  amounts  paid  to  them  for  their  services 
are  reasonable  for  the  services  which  they 
are  providing. 

e)  Transferring  Ownership  is  more  Difficult 

In  a  sole  proprietorship,  ownership  of  the 
assets  (such  as  real  property,  vehicles, 
equipment  etc.)  is  recorded  in  the  farmer's 
name.  Transferring  the  ownership  of  such  a 
business  is  more  cumbersome  than  it  is 
when  all  business  assets  are  owned  by  a 
limited  company.  In  a  sole  proprietorship 
each  asset  must  be  transferred  separately. 
All  that  would  be  necessary  to  transfer  the 
assets  in  a  company  is  to  transfer  the 
ownership  of  the  shares  of  the  company. 
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f)    Continuity  of  Business  Not  Assured 

With  only  one  person  involved  in  a  sole 
proprietorship,  there  can  be  a  lack  of  con- 
tinuity brought  about  by  an  untinnely  death. 
As  well,  it  is  often  difficult  to  work  sonneone 
else  into  the  business  through  this  type  of 
organization.  In  sonne  cases,  young  sons  and 
daughters  who  desire  to  farnn  may  have  to 
wait  until  the  father  dies  in  order  to  obtain 
the  farm  or  an  interest  in  it.  This  is  often  not 
satisfactory  to  an  ambitious  young  farmer 
who  wants  to  get  established. 

One  final  point  regarding  sole  proprietorships  is 
the  use  of  operating  agreements.  For  example,  two 
sole  proprietorships  may  establish  an  operating 
agreement  for  the  purpose  of  a  joint  operation  of 
some  enterprises,  or  may  establish  joint  ownership 
of  assets  used  in  the  farm  business.  A  major 
implication  in  the  use  of  operating  agreements  is 
the  possibility  of  the  arrangement  being  deemed  a 
partnership  (for  tax  purposes)  by  Revenue  Canada. 
Because  of  this  possibility,  it  is  recommended  that 
sound  legal  and  accounting  advice  be  sought 
when  considering  these  types  of  arrangements. 


B.  PARTNERSHIPS 

Prior  to  tax  reform  in  1972,  "partnerships" 
were  not  recognized  as  separate  entities  for 
income  tax  purposes.  The  income  earned  by  each 
partner  of  the  business  was  taxable  in  the  hands  of 
the  partner  who  had  earned  it,  in  a  similar  manner 
to  the  income  from  a  sole  proprietorship.  Under 
our  new  tax  laws,  income  for  tax  purposes  is 
calculated  primarily  at  the  partnership  level.  As 
well,  there  is  also  a  need  to  maintain  a  record  of 
each  partner's  equity  interest  in  each  of  the 
partnership's  assets  for  tax  purposes.  The  new 
rules  regarding  partnerships  have  created  a  great 
deal  of  complexity  in  the  tax  laws,  and  it  should  be 
noted  that  what  used  to  be  a  simple  form  of  busi- 
ness organization  for  tax  purposes  is  now  not  so 
simple.  In  particular,  partnerships  which  existed 
before  January  1 ,  1 972,  may  require  expert  advice 
to  evaluate  their  tax  position. 

The  Federal  Income  Tax  Act  does  not  define 
specifically  what  a  partnership  is.  To  clarify  a 
partnership  for  tax  purposes,  Revenue  Canada  has 
issued  the  following  statement: 

Generally  speaking,  a  partnership  is  the  rela- 
tion that  subsists  between  persons  carrying 
on  business  in  common  with  a  view  to  profit. 
However,  co-ownership  of  one  or  more  prop- 
erties associated  with  a  business,  (which 
under  Common  Law  might  be  a  joint  tenancy 
or  a  tenancy  in  common),  does  not  of  itself 
create  a  partnership,  and  this  is  so  regardless 
of  an  arrangement  to  share  profits  and  losses. 


For  guidance  on  whether  a  particular  arrange- 
ment at  a  particular  time  constitutes  a 
partnership,  reference  should  be  made  to  the 
relevant  provincial  law  on  the  subject  and 
such  law  will  be  viewed  as  persuasive  by  the 
Department  of  National  Revenue. 

It  is  very  important  to  determine  whether  or  not 
a  particular  arrangement  between  two  or  more 
people  will  be  a  partnership  for  tax  purposes.  As 
indicated  in  the  above  statement,  the  co-owner- 
ship of  property  will  not  in  itself  indicate  that  a 
partnership  exists.  However,  if  two  persons  own  a 
farm  jointly  and  actively  operate  it  together,  shar- 
ing the  net  income  (or  loss)  produced  by  the  farm, 
there  is  a  strong  presumption  that  they  are  in 
partnership  together.  On  the  other  side  of  the  coin 
where  a  farmer  owns  a  farm,  but  lets  another  per- 
son operate  it  on  a  share  cropping  basis  such  as 
20%  of  the  farm's  gross  receipts;  there  would  not 
be  a  partnership.  The  income  from  such  an 
arrangement  would  be  considered  property 
income,  and  is  treated  similar  to  rentals. 

When  looking  at  partnerships  it  is  important  to 
remember  that  it  is  the  facts  of  each  situation 
which  will  determine  whether  or  not  such  a  deter- 
mination must  be  made  before  the  income  tax 
consequences  of  the  arrangement  can  be  sorted 
out. 


1)  Advantages  of  a  Partnership 

a)  Simple  to  Set  Up 

Setting  up  a  partnership  is  relatively  simple, 
and,  as  well  there  are  not  high  costs 
involved  in  comparison  to  a  limited  com- 
pany. 

b)  Continuity  in  Illness 

Two  or  more  persons  can  participate  in  the 
business  enabling  the  pooling  of  resources. 
From  this  there  is  a  continuity  of  the  busi- 
ness operation  should  one  partner  become 
ill.  As  well,  partnerships  between  corpora- 
tions or  between  individuals  are  possible. 

c)  Flexibility  of  Fiscal  Year-end 

The  partnership  may  select  a  fiscal  year-end 
for  its  business  and  each  partner  would  then 
report  his  income  from  the  partnership  in 
the  tax  year  the  fiscal  period  ended.  This 
could  have  some  tax  advantages  (see 
Chapter  III). 

d)  Averaging  Provisions  Available 

Income  from  a  farming  partnership  will 
retain  its  character  as  income  from  a  farm- 
ing business  in  the  hands  of  each  partner. 
As  a  result,  the  income  averaging  methods 
discussed  previously  may  be  used. 
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e)  Tax-deferred  Rollover  of  Property  to  a 
Canadian  Partnership 

As  discussed  in  Chapter  IX,  it  is  possible  for 
persons  entering  into  a  partnership  arrange- 
ment to  contribute  property  to  the  business 
without  incurring  an  immediate  tax  cost. 
Such  a  rollover  allows  any  gain  on  the  prop- 
erty to  be  deferred  until  such  time  as  the 
partnership  disposes  of  it. 

f)  Tax-deferred  Rollover  of  an  "Interest  in  a 
Family  Farm  Partnership" 

The  rollover  of  an  interest  in  a  family  farm 
partnership  to  a  child  is  possible  where, 
immediately  before  the  rollover,  the  partner- 
ship carried  on  the  business  of  farming  in 
which  it  used  the  majority  of  its  assets,  and 
in  which  the  farmer,  his  spouse,  or  child  was 
actively  engaged  (see  Chapter  IX). 

g)  Splitting  of  Income  Between  Husband  and 
Wife  —  is  Difficult 

It  is  possible  to  have  a  partnership  between 
husband  and  wife  and  save  tax  through 
splitting  income.  However,  the  tax 
authorities  may,  if  conditions  warrant,  dis- 
allow the  partnership  and  tax  the  income  in 
one  spouse's  hands.  Where  both  spouses 
are  actively  engaged  in  the  business,  one 
spouse  is  actively  engaged  in  the  business 
and  the  other  spouse  has  invested  his  or  her 
own  property  in  the  business,  or  each 
spouse  has  invested  his  or  her  own  property 
in  the  business;  there  is  a  possibility  that  the 
operations  would  qualify  as  a  legitimate 
partnership  for  tax  purposes.  The  subject  of 
husband-wife  partnerships  is  very  con- 
troversial and  each  situation  should  be  con- 
sidered carefully.  Interpretation  Bulletin  (IT- 
23 1R),  available  from  Revenue  Canada  pro- 
vides a  good  discussion  of  the  subject. 


2.  Disadvantages  of  a  Partnership 

a)  Complex  Tax  Accounting 

There  are  increased  accounting  costs  for  a 
partnership.  Depending  on  the  size  and 
complexity  of  the  agreement,  they  can  be 
fairly  large. 

b)  Difficult  to  Collapse 

Should  the  partners  wish  to  dissolve  the 
partnership,  it  becomes  a  major  task  to  col- 
lapse it.  The  cost  base  of  each  partner's 
interest  in  the  partnership  must  be  estab- 
lished in  determining  any  capital  gains  incur- 
red upon  dissolving. 

c)  Progressive  Tax  Rates 

As  discussed  in  the  sole  proprietorship, 
there  is  no  protection  from  progressive  rates 
of  individual  tax. 


d)  No  Limitation  of  Legal  Liability 

A  sole  proprietor  has  no  protection  from 
legal  action  which  could  be  launched 
against  him.  Generally,  members  of  a 
partnership  are  not  only  liable  for  their  own 
actions  but  are  also  jointly  liable  for  the 
actions  of  business  partners  arising  from  the 
operation  of  the  partnership.  Limited  liability 
partners,  however,  would  only  risk  the  loss 
of  their  capital  investment  should  a  legal 
dispute  arise.  Therefore,  choosing  a  busi- 
ness partner  is  not  something  to  be  taken 
lightly. 

e)  Capital  Cost  Allowance  at  Partnership  Level 
For  depreciable  assets  owned  by  the 
partnership,  capital  cost  allowance  is 
deducted  from  partnership  income  before  it 
is  distributed  to  the  individual  partners.  This 
reduces  the  flexibility  of  varying  the  claim  to 
suit  each  partner's  specific  requirements.  As 
well,  on  livestock  owned  by  the  partnership 
the  livestock  inventory  provision  must  be 
used  at  the  partnership  level. 

f)  Method  of  Reporting  Income 

In  a  partnership  all  partners  must  agree  to 
the  method  of  reporting  income,  cash  or 
accural. 

Further  information  regarding  partnerships  is  avail- 
able in  a  publication  entitled:  Farm  Business 
Partnerships  by  Alberta  Agriculture. 


C.  CORPORATION 

The  corporation  is  another  form  of  business 
organization  that  the  farm  unit  can  use  for  its  busi- 
ness affairs.  The  corporation  (or  company)  is  sub- 
ject to  both  federal  and  provincial  legislation  which 
in  effect  creates  a  separate  legal  "person".  In 
Alberta,  the  farm  is  incorporated  as  a  limited  com- 
pany under  the  Companies  Act  of  Alberta. 

An  important  distinction  where  a  farmer  decides 
to  incorporate,  by  rolling  his  assets  into  the  com- 
pany, is  that  there  are  now  two  people;  the  farmer 
and  a  corporation  in  the  business  of  farming.  In 
rolling  his  assets  into  a  corporation,  the  farmer  re- 
ceives shares  in  the  corporation  and  is  a 
shareholder  of  the  company.  He  may  also  be  an 
employee  of  the  farm  corporation.  His  wife  and 
children  may  be  shareholders  or  employed  as  well, 
depending  on  how  the  organization  is  set  up  and 
the  purposes  it  is  designed  to  achieve. 

The  corporation  is  different  from  the  sole 
proprietor  and  partnership  forms  of  business 
organization  because  it  pays  income  tax  on  its 
earnings.  In  1978,  the  tax  rate  for  small  business 
corporations  in  Alberta  was  26%.  This  rate  applies 
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to  taxable  income  from  $1.00  to  $150,000  each 
year.  If  taxable  income  exceeds  the  $150,000 
limit,  the  the  rate  is  47%  on  the  amount  in  excess 
of  this  limit.  The  shareholders  also  pay  tax  on  any 
dividends  received  from  the  company,  however 
there  is  an  attractive  "dividend  tax  credit"  on  divi- 
dends paid  to  shareholders.  It  is  important  to  note 
here,  that  the  Alberta  Government  has  proposed  a 
reduction  in  the  Alberta  rate  of  tax  for  small  busi- 
ness profits  for  1979.  The  reduction  will  be  6%, 
reducing  the  Alberta  rate  from  11%  to  5%.  The 
combined  Federal  and  Alberta  rate  on  small  busi- 
ness profits  will  be  20%  up  to  the  $1  50,000  maxi- 
mum.^ 

Generally  speaking,  as  far  as  the  day-to-day 
operation  of  the  farm  is  concerned,  not  a  great 
deal  will  appear  to  have  changed.  However  there 
are  some  details  which  will  change.  For  example, 
purchases  and  other  expenditures  will  be  made  in 
the  company's  name,  sales  of  farm  products  will 
also  be  made  in  this  name,  and  a  bank  account  will 
exist  in  the  name  of  the  corporation.  Where  land  is 
transferred  to  the  corporation,  the  annual  notice 
for  property  taxes  will  be  made  out  to  the  corpora- 
tion instead  of  the  farmer  as  an  individual. 

1 .  Advantages  of  a  Corporation 

a)  Limited  Liability 

Perhaps  one  of  the  most  obvious  advan- 
tages of  the  corporation  is  its  limited 
liability.  We  often  see  "Ltd."  after  the  name 
of  the  company  which  indicates  a  "limited 
company".  Basically  this  refers  to  the 
exposure  of  the  company's  assets  to  legal 
action.  Any  legal  action  taken  by  creditors 
could  only  be  against  the  assets  owned  by 
the  company.  For  the  farmer  who  owns  per- 
sonal assets  outside  the  company,  this 
offers  protection.  However,  where  the 
farmer  has  signed  a  loan  with  his  personal 
guarantee,  the  advantage  of  this  limited 
liability  is  greatly  reduced. 

b)  Income  Splitting 

The  corporation  may  pay  both  the  husband 
and  wife  a  salary  for  services  rendered, 
enabling  the  splitting  of  income.  In  this  way, 
taxes  are  saved  and  both  can  contribute  to 
the  Canada  Pension  Plan.  As  well,  there  will 
be  more  personal  exemptions  as  both  will 
have  income  on  which  these  may  be 
claimed. 

c)  Permanence 

Unlike  a  natural  person,  the  corporation  can 
live  forever.  It  would  cease  to  exist  only  if  it 
failed  and  its  creditors  had  its  affairs  wound 


up  or  if  it  is  struck  off  the  register  held  by 
the  Registrar  of  Companies  in  Edmonton  be- 
cause statutory  requirements  have  not  been 
met.  The  corporation  can  also  cease  to  exist 
if  the  shareholders  should  decide  to  liqui- 
date the  company. 

d)  Ease  of  Transferability 

The  transfer  of  ownership  in  an  incorpor- 
ated farming  business  only  requires  the 
farmer  to  transfer  shares  in  the  limited  com- 
pany. For  an  unincorporated  business  to  be 
transferred,  ownership  of  each  individual 
asset  would  need  to  be  changed.  The  cor- 
poration also  provides  a  great  deal  of  flex- 
ibility of  estate  planning  in  this  regard. 

e)  Tax-deferred  Rollover  of  Property  to  A  Cor- 
poration 

As  discussed  in  Chapter  IX  it  is  possible  to 
transfer  assets  into  a  corporation  without 
incurring  an  immediate  tax  burden.  Instead, 
the  tax  which  would  otherwise  arise  may  be 
deferred,  either  in  whole  or  in  part. 

It  is  also  possible  to  transfer  the  shares  in  a 
family  farm  corporation  to  the  children  with- 
out triggering  a  tax  (Chapter  IX). 

f)  Flexibility  of  Year-end 

As  with  the  sole  proprietorship  and  partner- 
ship, the  corporation  may  select  a  year-end 
which  best  suits  the  operation  (see  Chapter 
III). 

g)  Flexibility  in  Tax  Planning 

The  income  tax  rules  which  govern  the  taxa- 
tion of  income  earned  in  a  corporation  are 
more  complicated  than  those  of  other  busi- 
ness organizations,  however,  they  do  pro- 
vide a  great  deal  of  flexibility  in  tax  planning. 
Very  briefly,  here  are  some  examples: 

i)  the  ability  to  adjust  salaries  and  divi- 
dends paid  out  to  the  shareholders, 

ii)  automatic  averaging  —  because  the 
corporation  pays  tax  at  one  rate,  there 
is,  essentially,  an  automatic  average  tax 
rate, 

iii)  greater  use  of  certain  employee  benefit 
plans  such  as  "deferred  profit  sharing 
plans"  and  group  insurance  plans, 

iv)  attractive  dividend  tax  credit  on  divi- 
dends paid  to  shareholders. 

2.  Disadvantages  of  a  Corporation 

a)   Increased  Costs  for  Start-up  and  Yearly 
Operation 

The  corporation  is  a  fairly  complex 
organization  to  set  up  and  is,  therefore. 


'  At  the  time  this  publication  went  to  print,  the  bill  had  not  been  passed;  however,  the  budget  was  very  clear  and  emphatic  about 
the  rate  reduction. 
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more  costly  to  set  up  than  other  forms  of 
business  arrangements.  As  well,  with  extra 
accounting  required  for  the  operations,  the 
yearly  operating  costs  will  be  greater. 

b)  Income-averaging  Annuity  Not  Available 
Special  receipts  on  income,  which  are  nor- 
mally eligible  for  the  purchase  of  an  income- 
averaging  annuity,  are  not  eligible  in  a  cor- 
poration. 

c)  Small  Business  Rate  not  for  Capital  Gains 
Any  capital  gains  incurred  by  a  corporation 
are  not  eligible  for  the  small  business  rate. 
They  will  be  taxed  at  a  higher  rate,  which  for 
1978  was  47%  in  Alberta.  Included  in  this 
rate  is  a  refundable  tax  which  may  be 
recovered  upon  payment  of  dividends. 

d)  Losses  not  Offset  Against  Other  Income 
Any  losses  which  are  incurred  in  the  com- 
pany, can  not  be  deducted  from  other 
income  of  its  shareholders.  Remember,  the 
corporation  is  a  separate  legal  person. 

e)  Withholding  Taxes  on  Salaries 

Salaries  which  are  paid  to  employees  of  the 
company  must  have  the  appropriate  taxes, 
Canada  Pension  Plan  and  Unemployment 
Insurance  (in  some  cases)  contributions 
deducted  and  forwarded  to  Revenue 
Canada.  This  creates  additional  accounting 
costs. 


ADDITIONAL  COMMENTS  ON  FARM  INCOR- 
PORATION 

There  has  been  a  fair  amount  of  interest  in  farm 
corporations  by  farmers.  With  the  recent  tax 
changes  regarding  the  rollover  of  shares  in  a  fam- 
ily farm  corporation,  this  interest  has  increased.  In 
looking  at  incorporating  the  farm,  the  following 
questions  are  often  asked: 

a)   How  big  should  my  farm  be  before  I  benefit 
from  incorporation? 

In  general,  the  farm  should  be  earning 
income  at  a  level  where  the  tax  advantages 
of  incorporation  become  effective.  In  Alber- 
ta, where  the  rate  for  1 978  was  26%,  the 
farm  should  net  around  $25,000  annually 


before  it  benefits  from  the  tax  advantages. 
At  lower  levels  of  farm  income,  there  are 
other  tools  available  to  help  reduce  taxes, 
making  incorporation  uneconomical. 

b.   How  Much  Can  I  Pay  My  Wife? 

For  a  farm  wife  who  works  for  the  company, 
any  wage  which  is  reasonable  for  the  type 
of  work  being  done  would  be  acceptable.  A 
guideline  might  be  whatever  you  would  pay 
someone  else  to  do  the  same  work. 

c)  Who  Runs  the  Farm  Corporation? 

The  farm  corporation  is  controlled  by  those 
who  own  the  majority  of  voting  shares. 
Decisions  are  usually  made  at  an  annual 
meeting  or  by  the  board  of  directors  on  a 
day-to-day  basis.  Despite  the  formality  of 
the  corporation,  a  farmer  and  his  wife  would 
normally  control  the  board  of  directors  and 
would  be  making  the  decisions  as  before. 
However,  if  a  farmer  brought  in  more 
shareholders,  this  could  change. 

d)  Do  Shareholders  Have  to  be  Actively  Farm- 
ing before  They  Can  Rollover  their  Shares  in 
the  Corporation? 

Under  the  extended  rollover  provision,  only 
one  member  of  the  immediate  family  need 
be  actively  involved  in  running  the  farm. 
Other  shareholders  may  work  wherever  they 
choose.  It  is  important,  as  well,  to  ensure 
that  a  member  of  the  immediate  family  is 
always  farming  any  land  that  has  been  left 
out  of  the  company.  In  this  way,  the  transfer 
of  the  farming  business  to  a  future  genera- 
tion will  not  cause  an  immediate  tax  burden. 

The  above  are  only  some  of  the  questions  about 
incorporating  which  are  frequently  asked. 
However,  it  is  not  possible  to  go  into  greater  detail 
in  this  publication.  Further  information  is  available 
in  a  publication  entitled:  Farm  Business  Incor- 
poration by  Alberta  Agriculture  and  is  available 
from  district  agriculturists,  regional  farm 
economists,  or  the  Farm  Business  Management 
Branch  in  Olds. 

In  concluding,  due  to  the  complexity  and  conse- 
quences of  various  business  arrangements  on  farm 
businesses,  it  is  recommended  that  you  seek 
qualified  professional  guidance  before  any  deci- 
sion is  made. 
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CHAPTER  XII 
ESTATES 


If  you  don't  have  an  estate  plan,  are  you  aware 
of  the  tax  consequences  which  can  arise  on  your 
estate  should  you  die?  The  tax  consequences  on 
farm  property  when  the  owner  dies  are  varied. 
They  can  be  nil  in  some  cases,  and  almost  stagger- 
ing in  others.  As  a  result,  there  are  no  simple  rules 
to  planning  your  affairs  in  the  event  of  death. 
However,  some  forethought  and  careful  planning 
of  your  affairs  to  minimize  any  tax  burdens  will 
help  you  achieve  your  estate  planning  goals  as  well 
as  ease  the  burden  on  the  family. 

This  chapter  discusses  some  of  the  major  con- 
siderations to  keep  in  mind  when  planning  your 
affairs. 


A.  WILLS 

Transferring  assets  by  means  of  a  will  is  known- 
ing  as  bequeathing.  The  necessity  and  importance 
of  preparing  a  will  to  direct  the  property  in  your 
estate  to  heirs,  cannot  be  stressed  enough.  Yet,  in 
spite  of  its  importance,  many  people  die  without 
having  made  a  will,  causing  a  great  deal  of 
unnecessary  problems  for  those  left  behind. 

The  farm  property  often  represents  the  major 
assets  of  most  farmers.  By  having  a  will,  the 
farmer  leaves  instructions  as  to  how  he  wishes  his 
property  to  be  distributed.  The  individuals  he 
selects  as  executors  of  his  estate  will  collect  and 
inventory  his  property,  pay  off  any  debts  and 
taxes,  and  distribute  the  property  remaining  as 
directed  by  the  will.  Without  a  will  there  is  no 
indication  as  to  how  the  farmer  wanted  his  prop- 
erty distributed.  Having  a  plan  through  a  will  can 
help  avoid  excess  taxes  on  the  "deemed  disposi- 
tion" of  assets  at  death,  and  aids  in  distributing 
the  deceased  farmer's  property  to  the  benefici- 
aries of  his  choice. 

If  a  person  dies  without  leaving  a  will,  their 
estate  will  be  divided  by  the  Intestate  Succession 
Act.  The  Intestate  Succession  Act,  basically, 
provides  a  will  for  that  person  and  cannot  take  into 
consideration  the  needs  of  each  particular  family. 
As  a  result,  some  unfair  situations  can  arise.  Effec- 
tive January  1976,  where  a  person  dies  without  a 
will  (called  dying  intestate)  where  the  estate  has  a 
net  value  of  less  than  $40,000,  the  entire  estate 
shall  go  to  the  spouse.  Where  the  net  value  of  the 
estate  is  greater  than  $40,000,  the  surviving 
spouse  shall  receive  $40,000  plus  interest  at  5% 


per  year  until  it  is  paid  and  the  balance  is  divided 
as  follows: 

a)  if  the  person  dies  leaving  a  widow  and  one 
child,  one-half  of  the  remainder  goes  to  the 
spouse  and  one-half  to  the  child, 

b)  if  the  person  dies  leaving  a  widow  and  more 
than  one  child,  one  third  of  the  remainder 
goes  to  the  spouse  and  the  other  two  thirds 
is  divided  equally  among  the  children. 

c)  where  there  are  no  children,  the  surviving 
spouse  receives  the  entire  estate. 

If  a  person  dies  intestate,  where  there  is  no  sur- 
viving spouse  or  children,  the  estate  shall  go  to  the 
deceased's  nearest  kin.  When  no  heirs  survive  the 
deceased,  the  estate  goes  to  the  Crown  in  right 
of  Alberta  under  the  Ultimate  Heir  Act. 

As  is  evident  from  the  above  discussion,  leaving 
your  estate  without  a  will  results  in  property  being 
divided  according  to  Alberta  laws.  The  final  dis- 
tribution of  property  in  the  estate  may  not  bear  any 
similarities  as  to  how  you  wanted  them  to  be 
divided.  Making  a  will  is  often  one  of  those  things 
that  you  always  will  do  tomorrow.  However,  it 
often  happens  that  we  never  get  around  to  it. 

Both  husband  and  wife  should  sit  down 
together  with  a  lawyer  and  each  have  a  will  drawn 
up,  if  for  no  other  reason  than  to  avoid  the 
administrative  hassles  which  arise  when  a  person 
dies  without  a  will  (intestate).  Once  you  make  a  will 
it  is  easily  changed  to  meet  different  conditions 
and  wishes  as  times  goes  on.  In  fact  it  is  a  good 
idea  to  make  sure  that  your  will  is  up  to  date. 

Further  information  on  wills  is  available  in  a  pub- 
lication entitled,  Wills  and  Estates  for  Albertans, 
by  the  Alberta  Women's  Bureau  (1402  Centennial 
Building,  10015-  103  Avenue,  Edmonton,  T5J 
0H1). 


B.  DEEMED  DISPOSITIONS 

With  the  tax  reform  of  1971,  the  federal 
government  left  the  estate  and  gift  tax  field,  and 
instead  brought  in  a  tax  on  accrued  gains  of  capital 
property  which  is  sold,  gifted  or  bequested.  Thus  a 
gift  of  capital  property  or  property  that  passes  on 
death  of  a  taxpayer  is  subject  to  what  is  called  a 
"deemed  disposition".  A  taxpayer  is  deemed  to 
have  disposed  of  his  capital  assets  (other  than 
depreciable  assets  of  a  prescribed  class)  at  the 
time  of  gifting  or  immediately  prior  to  his  death. 
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and  to  have  received  proceeds  equal  to  the  fair 
market  value  of  the  assets.  Therefore,  on  any 
such  property  the  fair  market  value  must  be  deter- 
mined and  any  capital  gain  or  loss  resulting  from 
this  "deemed"  sale  must  be  declared  on  the  tax- 
payer's tax  return  for  the  year,  or  on  a  deceased 
taxpayer's  final  income  tax  return.  The  recipient  of 
the  capital  property  that  is  gifted  or  bequested  is 
deemed  to  have  purchased  the  property  for  the 
same  amount  for  which  the  property  was  deemed 
to  have  been  sold. 

Where  property  qualifies  under  the  rollover  pro- 
visions, as  discussed  in  Chapter  IX,  the  "deemed 
disposition"  rules  do  not  apply.  Where  a  farmer  is 
gifting  or  bequeathing  property  to  heirs,  it  is 
important  to  ensure  that  he  meets  the  rollover 
rules  to  defer  the  taxes  on  the  transfer  of  the  pro- 
perty. As  well,  the  above  rules  do  not  apply  on  the 
transfer  of  property  to  a  spouse,  or  to  bequests  of 
cash. 

Depreciable  Assets 

The  deemed  proceeds  on  depreciable  assets  of 
a  prescribed  class  (declining  balance  method)  are 
calculated  as  the  amount  half-way  between  fair 
market  value  of  the  assets  in  the  class  and  the 
unclaimed  capital  cost  of  the  class.  The  following 
example  shows  how  this  is  calculated: 


EXAMPLE 
Capital  Cost 
Fair  Market  Value 
Undepreciated  Capital 
Cost 

Deemed  Proceeds 


$8,000 
6,800 

4,900 
UCC  + 


FMV 


=  $4,900  +  6,800 


=  $5,850 


Where  a  farmer  has  assets  on  the  straight-line 
method  of  capital  cost  allowance,  the  assets 
transfer  at  the  fair  market  value.  The  beneficiary  of 
the  asset  must  then  claim  capital  cost  allowance 
on  the  declining  balance  method.  As  well,  he  is 
"deemed"  to  have  acquired  the  property  at  a  cost 
equal  to  the  "deemed"  proceeds  of  the  deceased. 

Again,  for  depreciable  property  being  transfer- 
red to  children  the  rollover  rules  may  apply.  Under 
the  special  rollover  provision  (Chapter  IX),  declin- 
ing balance  assets  are  transferred  at  their 
undepreciated  capital  cost  (book  value). 

C.  ACTUAL  DISPOSITIONS 

The  deemed  proceeds  of  disposition  estab- 
lished at  death  may  vary  from  those  amounts  sub- 
sequently realized  on  actual  disposal.  In  this  situa- 
tion, the  Act  permits  an  adjustment  for  loss  s 
incurred  within  twelve  months  after  death.  If  the 
estate  disposes  of  capital  property  within  twelve 
months  and  incurs  an  overall  loss,  the  deceased's 
income  is  recalculated  with  any  resulting  tax  sav- 
ing treated  as  tax  prepayment  for  the  estate.  In 
effect,  the  loss  has  been  carried  back  to  offset  the 
gain  accrued  at  the  time  of  death. 

An  exception  to  the  capital  loss  provisions 
allows  any  unabsorbed  capital  losses,  in  the  year 
the  taxpayer  dies,  to  be  applied  against  any 
income  for  the  year  of  death  and  for  the 
immediately  preceding  year. 


D.  RIGHTS  OR  THINGS 

There  is  also  a  deemed  realization  on  assets  of 
an  income  nature,  such  as  grain,  livestock  and 
other  farm  products  which  are  on  hand  at  the  date 
of  death.  These  must  be  included  on  the  final 
income  tax  return  and  are  termed  the  deceased's 
RIGHTS  OR  THINGS. 


Recaptured  Capital 

Cost  Allowance         =  Deemed  Proceeds 
-  UCC 

=  $5,850-4,900 
=  $  950 


In  the  above  example,  the  taxpayer  will  be 
deemed  to  have  received  proceeds  of  $5,850.  The 
recaptured  capital  cost  allowance  for  the  assets  in 
the  class  ($950)  will  be  included  in  the  taxpayer's 
income  for  the  taxation  year  in  which  he  died.  The 
"deemed  proceeds"in  the  example  are  less  than 
the  capital  cost  and  there  is  no  capital  gain.  Where 
a  capital  gain  occurs,  one-half  would  be  added  to 
the  deceased  income  and  taxed  at  normal  rates. 


There  are  a  few  options  available  for  filing 
income  tax  returns  on  the  value  of  "Rights  or 
Things"; 

1 .  the  value  of  "Rights  or  Things"  may  be  filed 
along  with  the  return  filed  for  the  entire 
estate, 

2.  a  separate  return  may  be  filed  for  the 
"Rights  or  Things"  on  hand  at  the  time  of 
death  as  if  it  were  for  a  separate  individual 
entitled  to  all  personal  exemptions,  or 

3.  the  "Rights  or  Things"  may  be  transferred 
to  the  beneficiaries  at  the  deceased's  cost 
base  immediately  before  his  death,  the 
beneficiaries  become  responsible  for  declar- 
ing the  income  received  from  their  realiza- 
tion or  the  income  earned  on  such  realiza- 
tion. 
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Under  the  Income  Tax  Act,  general  averaging 
may  be  used  to  average  the  rate  of  tax  payable  on 
a  deceased  person's  "Rights  or  Things"  when  the 
value  of  the  "Rights  or  Things"  and  other  inconne 
in  the  year  of  death  meet  the  following  conditions: 

1.  the  net  income  in  the  year  of  death  must 
exceed  the  greater  of 

a)  income  of  the  immediately  preceeding 
year  or 

b)  the  average  of  1,  2,  3,  or  4  preceeding 
years'  income,  and 

2.  all  returns  for  the  year  will  be  disqualified  for 
averaging  if  a  separate  return  is  filed  in 
respect  of  amounts  receivable  at  the  time  of 
death. 

Filing  the  "Rights  or  Things"  on  a  separate 
return  will  disqualify  it  from  general  averaging. 
However,  if  the  deceased's  net  income  meets  the 
above  two  conditions,  the  government  Data 
Centre  will  automatically  apply  general  income 
averaging  in  the  year  of  death.  Further  information 
is  available  from  Revenue  Canada  in  a  booklet: 
Supplementary  Guide  T1  Income  Tax  Returns 
for  Deceased  Persons. 


E.  TRUSTS 

It  is  possible  for  a  farmer  to  leave  the  farming 
business  in  trust  under  his  will.  Where  a  farmer 
died  leaving  a  widow  and  several  children,  the  trust 
would  operate  so  that  the  widow  could  receive 
income  from  the  farming  business  for  the  rest  of 
her  life.  Then,  upon  her  death,  the  farm  property 
would  be  divided  among  the  surviving  children  as 
indicated  by  the  will.  In  some  cases,  this  may  be  a 
practical  and  desirable  approach  to  estate  plan- 
ning. 

The  Income  Tax  Act  provides  special  rules  for 
the  establishment  and  use  of  trusts,  and  basically 
allows  the  spouse  rollover  and  the  farm  rollover 
(Chapter  IX)  to  be  combined  to  defer  tax  by  using 
trusts.  To  qualify,  the  trust  for  the  spouse  must 
first  meet  all  of  the  rules  necessary  for  the  spouse 
rollover.  Either  a  trust  arising  at  death  or  a  trust 
established  while  the  farmer  is  alive  will  qualify. 
The  rules  for  the  farm  property  itself,  in  using  a 
trust  are  as  follows: 

1 .  Canadian  Property 

As  discussed  in  Chapter  IX,  the  property 
must  be  land  or  depreciable  property  which 
is  situated  in  Canada. 


2.  Qualified  Spousal  Trust  ^ 

The  property  must  vest  in  a  "qualified 
spousal  trust"  within  fifteen  months  from 
the  date  of  death  (whether  the  trust  arises 
on  the  death  of  the  individual  or  is  estab- 
lished during  his  lifetime).  Note  that  under 
the  present  wording  of  the  law,  only  the 
trust  needs  to  carry  on  the  farming  business 
and  the  spouse,  children  or  grandchildren 
need  not  be  involved  in  any  way.  If  the  trust 
is  a  "non-qualified  spousal  trust"^  the 
rollovers  are  lost  and  the  property  deemed 
to  be  disposed  of  at  fair  market  value  under 
the  present  interpretation  of  the  tax  laws.  It 
is  important  to  get  professional  help  when 
setting  up  a  spousal  trust  to  avoid  dis- 
qualifying it  for  the  rollover. 

3.  Vesting  on  Death  of  the  Spouse 

When  the  spouse  for  whom  the  trust  was 
set  up  dies,  the  property  must  be  transferred 
or  distributed  to  a  child  or  children  (who  are 
resident  in  Canada)  at  the  time  of  the 
spouse's  death. 

If  the  above  rules  are  met  then  the  use  of  a  trust 
to  transfer  property  to  a  spouse  and  then  to  a  child 
will  be  possible,  using  a  tax-deferred  rollover. 


E.  OTHER  CONSIDERATIONS 

1 .  Death  Benefits 

Death  benefits  received  by  beneficiaries  in 
the  year  of  death,  or  in  the  following  year, 
are  eligible  for  averaging  by  the  purchase  of 
an  income  averaging  annuity  contract  or,  in 
some  cases,  may  be  transferred  to  a 
registered  retirement  savings  plan. 

This  highlights  the  need  for  the  taxpayer  to 
have  named  beneficiaries  in  his  will  to 
ensure  the  taxfree  transfer  of  these  benefits 
to  the  beneficiaries. 

2.  "Reserves"  in  the  Year  of  Death 

As  discussed  in  Chapter  IX,  a  capital  gain 
reserve  in  respect  of  the  gain  included  in  a 
person's  income,  is  not  available  in  the  year 
of  death.  The  entire  taxable  capital  gain  that 
is  remaining  must  be  included  in  the 
individual's  income  for  the  year  of  death, 
even  though  it  will  not  be  received  until  a 
future  date.  This  applies  except  where  a 
resident  spouse  is  the  beneficiary. 


'  A  "Qualified  Spousal  Trust"  is  one  in  which  the  spouse  alone  receives  income  or  capital  during  her  lifetime. 

^  A  "Non-qualified  Spousal  Trust"  is  one  where  the  spouse  and  others  may  receive  income  or  capital  or  the  continuation  of  the 
trust  is  dependent  on  some  future  action  of  the  spouse  i.e.  remarriage. 
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3.  Restricted  Farm  Loss  in  Year  of  Death 


A  restricted  farm  loss  in  the  year  of  death 
will  not  be  allowed  against  income  of  the 
farm  if  the  operation  is  continued  by  the 
estate.  For  tax  purposes  the  estate  is  con- 
sidered a  separate  individual  and  therefore  it 


cannot  take  over  the  restricted  farm  loss  of 
the  decedent.  If  the  farm  is  to  be  disposed 
of,  a  portion  (interest  and  taxes)  of  the 
restricted  farm  loss  for  the  year  of  death 
may  be  applied  to  reduce  any  capital  gain 
realized  on  this  disposition. 


CONCLUSION 


This  publication  has  discussed  a  number  of  tax  strategies  available  to  the  farm  manager.  Although  the 
tax  strategies  presented  are  by  no  means  exhaustive,  they  illustrate  the  importance  of  tax  planning  to  the 
farm  business.  Such  strategies  are  important  not  only  in  the  short  term,  but  may  have  long  run  implications 
as  well. 

It  is  important  to  keep  in  mind  the  objective  of  tax  planning:  to  MAXIMIZE  INCOME  AFTER  TAX.  Don't 
just  minimize  the  tax  obligations;  you  may  be  depriving  yourself  of  income  which  can  be  used  to  re-invest 
in  the  farm  business,  or  to  get  those  things  for  the  house  that  you  have  always  wanted. 

It  can  be  very  beneficial  if  records  are  kept  up-to-date  so  that  planning  can  be  done  before  the  year  end. 
The  individual  with  the  greatest  knowledge  of  his  farm  business  is  the  farm  manager  himself.  He  must  have 
an  understanding  of  the  implications  of  various  tax  rules  in  order  that  he  can  ask  the  right  questions  of  his 
tax  advisor.  In  this  way,  the  tax  advisor  can  assist  the  farmer  in  evaluating  various  alternatives.  The  farm 
manager  can  then  decide  which  tax  alternatives  are  best  for  guiding  his  farm  business  towards  achieving 
both  economic  and  personal  goals. 
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APPENDIX 

TAX  RATES  FOR  VARIOUS  LEVELS  OF  TAXABLE  INCOME  IN  ALBERTA  (1978) 


The  explanations  below  refer  to  the  columns  on  the  next  page: 
Column  1 :  Level  of  Taxable  Income 

Column  2:  Basic  Federal  Tax 


TAXABLE  INCOME  TAX 


$761  or  less  6% 


In  Excess  of 


$  761 

$  46 

+ 

16% 

on 

next 

$  760 

$  1,521 

$  167 

17% 

on 

next 

$  1,521 

$  3,042 

$  426 

+ 

18% 

on 

next 

$  1,521 

$  4,563 

$  700 

+ 

19% 

on 

next 

$  3,042 

$  7,605 

$  1,278 

+ 

21% 

on 

next 

$  3,042 

$10,647 

$  1,916 

+ 

23% 

on 

next 

$  3,042 

$13,689 

$  2,616 

+ 

25% 

on 

next 

$  3,042 

$16,731 

$  3,377 

+ 

28% 

on 

next 

$  4,563 

$21,294 

$  4,654 

+ 

32% 

on 

next 

$15,210 

$36,504 

$  9,521 

+ 

36% 

on 

next 

$22,815 

$59,319 

$17,735 

+ 

39% 

on 

next 

$31,941 

$91,260 

$30,192 

43% 

on 

remainder 

Column  3:         General  Tax  Reductions 

—  if  the  Basic  Federal  Tax  is  less  than  $300,  the  reduction  is  the  amount  of  Basic 
Federal  Tax; 

—  if  the  Basic  Federal  Tax  is  between  $300  and  $3,333,  the  reduction  is  $300 

—  if  the  Basic  Federal  Tax  is  over  $3,333,  the  reduction  is  9%  of  Basic  Federal  Tax  to  a 
maximum  $500  reduction 

NOTE:  Reduction  for  children  is  ignored 

Column  4:  Alberta  Tax 

—  this  amount  is  38.5%  of  Basic  Federal  Tax 

Column  5:  Alberta  Tax  Reduction 

—  $231  less  Alberta  Tax  (after  any  Royalty  Rebate,  if  applicable).  The  lesser  of  this  and 
Alberta  Tax  is  the  amount  of  reduction.  If  Alberta  Tax  is  greater  than  $231  there  is  no 
reduction. 

Column  6:  Total  Tax  Payable 

—  Basic  Federal  Tax  less  General  Tax  Reduction,  plus  Alberta  Tax,  less  Alberta  Tax 
Reduction 

Column  7:  Average  Tax  Rate 

—  is  Total  Tax  Payable  divided  by  Taxable  Income  and  multiplied  by  100  to  get  a  per- 
centage. 

Column  8:  Marginal  Tax  Rate 

—  is  the  percentage  of  tax  paid  on  a  one  dollar  increase  in  taxable  income  at  that  level. 
This  might  be  compared  to  the  concept  of  "tax  bracket",  where  the  tax  rate  increases 
as  income  increases.  It  is  important  to  note  that  in  the  table  the  marginal  rate  does  not 
follow  this  pattern  for  taxable  income  levels  between  $3,000  and  $1 0,000.  This  is  a 
result  of  the  tax  reductions  offered  by  the  Federal  and  Provincial  governments. 
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BASIC 

GENERAL 

ALBERTA 

TOTAL 

AVERAGE 

MARGINAL 

TAXABLE 

FEDERAL 

TAX 

TAX  (38.5% 

TAX 

TOTAL  TAX 

TAX 

TAX 

INCOME 

TAX 

REDUCTION 

of  BASIC  F) 

REDUCTION 

PAYABLE 

RATE 

RATE 

(1 ) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

$  1,000 

$  84.24 

$  (84.24) 

$  32.43 

$(32.43) 

— 

— 

— 

2,000 

248.43 

(248.43) 

95.65 

(95.65) 

"5  non 

^3,UUU 

\OKJKJ.\J\JI 

1 R 1  in 

/Rq  qn) 

<t      9nq  R'5 

7  no/, 

/  .U  /o 

Q 1  no/ 

O  1  .U  /o 

4,000 

598.44 

(300.00) 

230.40 

(  0.60) 

528.24 

1  3.2% 

32.0% 

5,000 

783.03 

(300.00) 

301.47 

nil 

784.50 

15.7% 

26.0% 

R  nnn 

07*5  n'^ 

(?nn  nni 

'?7A  R9 

nil 

1  nA7  RR 

1  7  R% 

1  /  .  O  '0 

9  7  no/, 

Z  /  .U  /o 

7,000 

1,163.03 

(300.00) 

447.77 

nil 

1,310.80 

18.7% 

26.0% 

8,000 

1,360.95 

(300.00) 

523.97 

nil 

1,584.92 

1  9.8% 

30.0% 

Q  nnn 

1  R7n  QR 

(?nn  nn) 

Rfi4  R9 

nil 

1  R7R  77 
1  ,o  /  o.  /  / 

9n  R% 

"^n  no/ 

10,000 

1,780.95 

(300.00) 

685.67 

nil 

2,166.62 

21.7% 

29.0% 

15,000 

2,943.75 

(300.00) 

1,133.34 

nil 

3,777.09 

25.2% 

34.0% 

9n  nnn 

A  9Q9  '^9 

'+,Z.C7Z..O^ 

VOOO.O  1  / 

1  RR9  RA 

nil 

R  RRR  RR 

0,0  00.0  0 

9  7  Ro/o 

'^7  no/„ 

25,000 

5,839.92 

(500.00) 

2,248.37 

nil 

7,588.29 

30.4% 

44.0% 

30,000 

7,439.92 

(500.00) 

2,864.37 

nil 

9,804.29 

32.7% 

44.0% 

?R  nnn 

q  n'^Q  Q9 

(Ron  no) 

3  480  37 

nil 

1  9  090  9Q 

"^4 

A  A  no/„ 

40,000 

10,779.56 

(500.00) 

4,150.13 

nil 

14,429.69 

36.1% 

50.0% 

45,000 

12,579.56 

(500.00) 

4,843.13 

nil 

16,922.69 

37.6% 

50.0% 

Rn  nnn 
ou,uuu 

1  A  'R7q  RR 

1  '+,0  / 

fRnn  nn\ 

R  R'^R  1  7. 

nil 
■  III 

1  q  A1  R  Rq 

1           1  O.DU 

Oo.o  /o 

Rn  no/, 

OU.U  /o 

55,000 

16,179.56 

(500.00) 

6,229.13 

nil 

21,908.69 

39.8% 

50.0% 

60,000 

18,000.59 

(500.00) 

6,930.23 

nil 

24,430.82 

40.7% 

54.0% 

Rc;  nnn 

1  q  qcn  Rq 

fRnn  nn\ 

7  RRn  qft 

nil 

97  1  "5  1  R7 
^  /  ,  1  O  1  .o  / 

A1  7°/^ 

RA  no/„ 
OH-.U  /o 

70,000 

21,900.59 

(500.00) 

8,431.73 

nil 

29,832.32 

42.6% 

54.0% 

75,000 

23,850.59 

(500.00) 

9,182.48 

nil 

32,533.07 

43.4% 

54.0% 

ftn  nnn 

9R  Rnn  Rq 

fRnn  nni 

q  q^*?  9'? 

nil 
llll 

?R  9?*^  R9 

44  0% 

RA  no/„ 

85,000 

27,750.59 

(500.00) 

10,683.98 

nil 

37,934.57 

44.6% 

54.0% 

qn  nnn 

99  700  R9 

(ROO  00) 

1  1  434.73 

nil 

40  fi3R  3? 

45.2% 

54.0% 

95,000 

31,800.20 

(500.00) 

12!243!08 

nil 

43,543.28 

45^8% 

59.0% 

100,000 

33,950.20 

(500.00) 

13,070.85 

nil 

46,521.03 

46.5% 

59.0% 
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